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About the cover Eatons power management solutions answer the growing needs of diverse customers and markets

from helping building owners reduce energy costs to powering aircraft and other vehicles more eco-efficiently to providing

uninterruptible power systems for hospitals data centers and other critical applications



Eaton C.op.o.rati.on
.is diversified power management.companf with 2008 saies of $154 b.iilion Eaton is gi.o.bal tenhnoioqy leader in electrical conrponents and
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and
.safety

Eaton .ha.s appr.oxi.mately 75400 ernp.loyees a.nd sell.s p.roducts to customers in more than 550 countries for more i.nformation visit www.eatom.c.om
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To Our Sharef olders

2008 ws watersf ed ar fr am many perspec

yes An econo ny trat hegar the ycai prom ng

robust growtf slid
pi ecipitously into the deep

eat recession since the Great Depression durinq

the fou th quarter ly iquidity replaced

qiowth as the No.1 priority for bus nesses And

buAness leaders strugg ed to demonstrate

at the enterprises were adaptive their ba ance

eets strong their technologies compelling

and their qlobal wo kforces capable of managing

the tr bu economic env onment all in

span of 17 short months

In the face of these cha enges cou be

more oud of our obal team Eaton people

were ON their game every day around the world

As result of their efforts we were not only

able to adapt quick to the mnomic crisis we

were so abe to for t5e future by expar

nq re breadth of our business portfolio By

acquiring and successfully integiating The

Mod er Group and Phoenixtec Technologies

we have expanded our ect cal business to be

app oxrmately half of our corporation ix akinq

aton obal eader in both ti powei disti bu

tion and powei qualty markets

Staycig ON eou cc voMtk tmes

Among the years fi ancial operating

ghl ghts

Our sales surpassed $15 bil err for the first

time Eatons story owing bylE percent

to $154 blI on

For the eighth mnsecutive yea our revenue

growth outpaced the growth ir our end

ma cia oy x20 roil ru rrr 2008

We comp eted or announced six acqu sit ens

one Joint venture during the year gh

lighted by our acquisitions of Mod ci ant

Phoernixtec and our enhanced strategic

iance with ttan Valve Company in Japan

We mpleted $1.5 Ilion equity otferinq

April as part of the financing of our acqursr

tiona of Moeller and Phoenixtec returning

our balance sheet to our targeted frnarncrng

ratios by years end

jr operating earrnings grew percent to

ecord $1.1 bill on operating earnings per

snare dpped sI ghtly to $6 83 as resu

of the Apr equity offer ng

We qer crated $1 bill on casfn em

operatror

VVe inc eased our vidend by 16 percer

We del vered I/percent returr on share

holders equity again plac ng our return near

the op of versrf ed industr al companies

Unfortunate despite these outstanding

acln evements our tota shareholder retur

was srgnficant impacted dun ng the year

dec nrng 47 percent compared to 37 percert

for the SP 500 after enter rr 2008 at

nea record stock price levels

Dvercdmdto ON track

Business bance Eater continues to grow

size eadth and diversificatio Approximate

tNee quarte sot atns saes and prof ts nw
ome from our Electrical Hydraulics and Aero

space businesses illustrating the dramatic

transformatiorn of our business ha ance towad

faster grow ng ndustrres

To continue to fac tate this growth we reor

ganized our bus ness on ebruary 2009 into

two sectors Iectr cal headed by new Vice

Charrrnan and ChVf Operat ng Officer Tom Gross

and industrial four Aerospace Automotive

Fyora rlrcs arnd Truck businesses headed sy mew

Vice ChaT man and Ch ef Operating Officer

Arrno addit on chard Fearon has been
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named to the new posit on of cc Chan man
and Chief Finar cial and Planning Officer foi

Fator To prov de further transparency into the

erformance of our bus nesses we will begin

to break out our firancia esults flies seg
ments 2009 Llectncal Americas Electrical

Rest of World Hydrau cs AerospaceTruck

and Automotive

Geographic balance Eaton now does business

more thai 150 counti es Furthe more 2008

was the first yeai in which pci cc of oui reve

ies were driven fiom economies outside of the

U.S another gnificant mlestone in the

ncreasing obal zation of our franch se.We aie

also eased that more than 20 peicent of our rev

enues mw come fiom the eevelop ng economies

the world where the growth nfrastruct ire

ejects garlic ularly advantageous to Eaton

Balance through the economic cycle year

ago we noted that our earlt mid and atewycle

bus nesses cad gei eiated approx mately one

rd of our revenues The benefits this balance

ioughout the entire economic cycle have nevei

oeer more important Our atewycle businesses

Aerospace and portions of our ectrica busi

ess he up very well during 2008 and we expect

them to be strong 2009 number of eai

cycle bLisinesses such as ourlruck and Auto

met ye groups are currently experienc ng

weakness hut should see increased denand
for their technolog es in the 2010-2011 me
trame.We also believe that as the oba economy

emerges from this period of deep iecession

the demand foi cap tal goods will ncrease

since the current env ronment has art ficia ly

depressed sales

Bu8ding ON ou strengths

Electrical It has been year of integration

Our iecessfu acq isitions of The Mod er Gioup

and Phoenixtec comb ned with the earliei

acqu sition of MGE Office Piotection Systems

make Faton the worlds second largest sup

plier of uninterr iptib power systems UPS
and global leadei in power distribution equ

ment Our industry leading energy eff ent

products have eai ned the respect of many

global customers lead ng to numbei of new

strategic relationships In Octobei we opened

new RD center in Suzhou Ch na adding

to our global product development and suppoi

capabilt es in Ch na and throughout the Asia

Pacific region

Hydraulics The acquis on of Integrated

Hydi aulics Ltd in the bi ings to Eaton

greatly enhanced set of capabil es ri cartridge

valves and hydraul integrated circuits one

of the fastest grow ng product segments the

tydraul cs market If also expands our product

and applications offerings for European custom

ers Among gn fican wins Transportation

and logistics eader UPS puichased new deliveiy

vehicles poweied by Eatons new clean and

fuel efficient hyhi id hydraulic system

Aerospace Our fuel hydraulics and pneuinatic

fluids capabilities are delivering cal value and

key customer wins in 2008 ncluding the new

korsky CH 53K military heavy ft he copter

the Rolls Royce Trent XWB Many of the

naw programs awarded past years have now

completed develop nent and are in the ampwp
phase of production

Truck While continuing our leadership in tradi

tional heavy du and mediumduty truck

appl cat ens we notched significant new ris

with our industry leading hybi id electric power-

train systems in the Ch na and Europe

In Ind awe have been awarded the new Tata

world truck program with projection of more

than $450 million of volume over the next five

years Globaly major light transmiss on custom

have come on beard with significant new
business commitments using Eaton technology

to seive emerging countries
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No cyce Earry cyde

Automotive VVh Crc onces co nue to

osc late broad the ongUe trend fo ghe

energy costs has eo oba automofve ma

ractu to se ec Ea on forts eadersb tr

gino air managernert Our inrovatve nex

generat or suoercba gers and patenteo va ie

actuat on tecnno oges cont flue to be the frst

choce of major automot ye uranus Dur

the year we so enhanced our part ersho

Nctan Va ye Co pany signd cant expand rg

our abi ityto serve ieadirgJpanese and Korear

oba cusore

Capita izing ON our vaiues

Through pe of Iuu tuous charge

our comm ent to bm ig va/uesCrasedorga

zation nas remanoo coistart fact ins

strong foundation has contir ued to provide

stead/ source strength ard confdercelta

tas so ong dd4erentated EaThr Wi If

bet avor severa h.gh-prof organ zators

has demonsVated the hazards of aoher ig

to fferent set of ethma standards we kr ow

that Doing Bus ness ght pays Cv dends

both the short term the ong erm It

why so many people tave cnoser to make

Eaton their cnosen empoyer and supp or /Ie

nave manita ned our commtme its to our

uustOn ers our supp ers ou sip oyees

the comn un des wth whom we am fortunate

to do bus ness To each we owe our rhanks

We enter 2009 respect is ct enges We
be rove econom es tie US aro Europe

contncetooectca dtw bearuwbe

of quarte before we are riO to see our er

markets ao ze so beg Th ssu go As

esu we have res zoo our cot ipany owe

oie expense ard tvestriient evem arid

focused our efforts on act vities ad opportu

nitesthata keytocreate ea vaue

business civ ronment that be remarKab

ftere than Ito ast five years Ce nly

me ot the most panfu dome ts of tb resz

nas oeer the neea to educe ou oha fu

teerspoyretby eary9000peope.Trese

Eatoi assoc ates mace astir co tr but ons

to our enterp isoand wou once again he

to than them for their contributions

As econom cond tons de orate curt

tie world companies isust be carefu to avo.d

becom nvvard foc sod nd ndec sve

actua contnbut ng to the downward spha

At Eato vve roma focused rstead on moe
me tr.g The mportant ements of 00 powe
maagerrent ccrrioanystrateg/ Onder rtc.a

any scenarV we tel eve the sou ces of energy

aid ncreased eg atio surround rig carbon

usage crease to cost tno energy ra

cowers our homes bs nesses and commun es

Only tnrougl the effect ye comb nation of

the types of power management technolog es

that Eaton del vers todayand that we are

desgr ng for tomorrowcan the negat ye

ecorso pact of the duC vers of hig er

ci orgy costs and carbor cor straVed wor

be conta ned th env ron isent our oppor

tur es are not rod wed fact they are

sieasuraby enhanced

For ttese easons Eator ron ns vvays

DNon our st ategy on terms ot del vert

-oa vaoe Cr Do customes on ov og

comoe ng and ewardng worko ace on in hv ng

our va ues-basod cc Crc ard on ecogn rg

our arcou tabi for do ver.rg prem share

cc return ti oughout the econom cycle

bet at of Eator team thank you

yoor uorrueo support

Awxander Cut er

Cia rmar ad Cn cf Executve Off cot

Late cycle

Mid cycle
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We expenenced our strongest growth emerging economies

ncludng Ch na nda the Middle East Russ and Brazi as ou

ndustryleading RoweChain Management so uUons won

growing share of projects across ndustr es and markets Our

acou sdon of The Moefer Group based in Germa helpng

us accelerate our expansion prov ng portfolio of power

distribution ar ndustral control products at meets the

lEG electr cat standard common used outs0e of Noith America

With disti but networks more thar EQ countries the Moe er

business signiiicanty expands our sales and se vice capabili

ties in Europe the Midd East and Asia and strengthens our

manufacturing capabilities primarily in Eastern Europe

EATON CORPORATtON 2008 Annual Report



Hardwired to sove hard challengesDunng 2008 we also closed our acquisition of Taiwans

Phoenixtec Power Company making Eaton the second largest

supplier of uninterruptible power systems UPS in the world

The acquisition vastly expands our presence in China Southeast

Asia and Europe and strengthens our production and technological

capabilities in the region We augmented that strength later

in the year by opening new global Electrical Research Devel

opment Center in Suzhou China

The additions of Moeller and Phoenixtec not only enable us

to offer customers more comprehen itions they

us to move more quickly when

were among the first

that struck central Chinas

hours of being called our bc

UPS at the Chengdu

power restored the airport serv

workers and relief supplies fbowr

Eatons Electrical business is well positioned for future growth

by hocusing on our customers most demanding issues including

Energy efficiency Eaton is leading provider of energyefficient

and environmentally friendly electrical solutions to help customers

conserve energy reduce operating costs and achieve their

sustainabilty goals Our growing portfolio of green products

and services is being used in ecoconscious projects across

the globefrom the renovation of the University of Notre Dame

in Notre Dame Indiana to the construction of Abu Dhabis Sky

and Sun Towers which grew at rate of one new floor every six

to 10 days in 2008

The Electric Power Research

issues cost businesses more

.. the U.S alone helping to propel con

rowth in UPS sales Eatons comprehensive

Powering Business More Globally



UPS solutions keep critical operations including highdensity

data centers up and running in the face of growing power

anomalies and outages These awardwinning systems also

use less energy require less cooling and take up less space

significantly reducing our customers operating costs

Workpace safety Employee safety has never been more

important to the many industries we serve particularly when

it comes to protecting electrical workers from life4hreatening

arc flash events that can generate heat of up to 35000 degrees

Fahrenheit Eaton provides comprehensive arc flash hazard

analysis and training and full line of mitigating products including

our awardwinning FlashGard motor control center

Totasoutior

From unman
to the worlds ar

military jet fighters Eaton is helping to power the future of aviation

with sustainable solutions that improve fuel economy increase

reliability and safety and reduce cost of ownership

Weve become an indispensable partner to leading aerospace

industry manufacturers providing total lifecycle program man

agement including concept development production systems

integration and aftermarket service and support During 2008

our aerospace business grew by 14 percent far outpacing the

overall industry with revenues strategically balanced across

civil and military platforms original equipment and aftermarket

sales and domestic and global markets

Creating more ecoefficent aircraft

The Airbus A380 the worlds largest passenger aircraft cele

brated the first anniversary of its entry into service in October

Eaton provides more than 800 components to the new aircraft

The worlds largest and most advanced aircr platL

power generation systems fuel systems motion control systE

ons growuig portfolio of hydraulic

gstical support solutions



.nc ad ri emerts the ato iyd au svsiems

fuel systrim ar at ard tue car veyance systems

Eata des gne the ohas rs com me ca 00Ops hyd

power ge erat on system the 4380 contbut ng to sg

cc on mat we ghi areas .g is eco-ef ency
Ozer 4sf st000 ioursa ftght tneA38Ocoiscmed2ooe cent

css cc sria tbri dcar up ous ges crti
the yes fuel at any arge eec aft ou ito dae

Dur rst year toe 380 also set new oenchmrks for

re ably wth zero ght cance at ons or mao delays ca sed

by equpn it es Eato played key .o ths success

by ova tra r4g to ma nterarce reams coordi at ig

ondhe ground engneer support stock ng crt ca replacement

Darts at eve iere tie craft cperated orov ng

24/7 logst ca support Based on his success we are pursung

sr ar programs fm the Boeing 787 Dream ncr the Err braer

Vç

enom ito rrdPerom30r heongo erourcustohers

ovriral operat op costs

Du ng2008 wwoi ut yearcoitractss ppo tngtte ew
rbraer Legacy Seres aid Cessna Chafon Co umbus 80

bufiess eta be Boe rg J22 Osore3 cia arc aft be
Boe ng CH 47 000ter upgrade program and the RolkRoyce

eatX7b ereg edeve pac iprag deag eu/a

Aebus A350 Xii tam Eaton so key systems supp er

or tie Lock iced Mart 35 ghtn ng Jo nt Str ke ghter

tne new Siiorss CH53K he mop/er ard 1e UH60M B.ack

hawk upgrade

AgM orid adaatabiity are the focdacrs oc usoys or
cu tare We recognize that not eaeri dustry segment or

peograpbc ma et be cons stent stmng veer after yea
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so were constantly dversifyng ou ousnesses and everaging

ou global nfrastructure to allocate our resources wf ereve they

are greates demand

Our hydrau cs business de monstrates this pnnc wet Over

past severa years we ye wornea am to esrruccure our

ca uuacturng and cLsto er support capab es arou tr wor

to respond mo swift to chang globa needs As resu

our hydrauics business was able to del ye ar other year of reco

results despte the oba econom downturn were wet

posit or ed to capture tomorowN opportun ties too uro he pirg

to rebu agig .S nfrastructure to seeking ba anced so ut ons

to the wor ds soaring energy demands

Eaton has growing presence rtua every form of energy

explorationrom he ng oi gas and coa compan es extract

resources more sate and effce itly Nom both te earth and the sea

to advancr the development of renewarce energy tecnno ogies

the boomng enmgy market for exam pIe we re coma ring

ou ydrau ts and Electr cm nxpert so to dccc op mc eliab

and capaole compo erts at mprove tue pedo nance and uot me

of wnd turbines and he reduce operat ng costs Eaton gobs

reach and broad portfo of products and engineeri servces

are he ng us to wn new bust ess from turo ne mc anufacture

ofa szesada parsottnword mm ndustryga isto

energ ng cnn panes srct as Chira sN gxa Ynx ng ergv

At the same me we re app ying our combined fyd aul cc

and electrica expertse to other ewab resou ces by he ng

to bu Id effcient hydropower sys ems devemp ng countr es

sucm as Vieam and working wth oreer Ocean Powr ech

oog cc to gene ate energy from ocean curre ts ad waves

Eaton so has an emerging presence so ar power he ping

to create and deploy more eft cent soar nverters and battery

storage systems making oossib to delve afordable eectr

pomer to the most ren ote paces or eartf

.7

150
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on medium- and light-duty trucks vocational applications and

Latin American and Asian markets Sales of Eaton drivetrain solu

tions for agricultural equipment were particularly strong in South

America during the year buoyed by increased global demand

for food and biofuels

Product and technology innovation are helping to drive our Truck

business repositioning and growth We launched new heavy-

duty transmission designs in 2008 aimed specifically at markets

in Brazil China India and Eastern Europe These rugged syn
chronized transmissions combine ease of use fuel economy and

superior performance across difficult road conditions creating

new growth platform outside the Now automatic trans

missions will target global markets including North America

During the year Eaton also expanded its leadership in hybrid

drivetrain solutions for trucks buses and other commercial vehicles

Combining the talents of our Truck and Hydraulics businesses

Eaton is the only company to offer three distinct hybrid platforms

to provide clean reliable and efficient power across broad

range of applications

Hybrid eectrc Eatons hybrid electric power systems have

proven their ability to improve fuel economy and reduce emissions

over more than nine million miles on the road The technology con

tinues to attract repeat orders from large companies like Coca-Cola

FedEx and UPS and new orders from Wal-Mart and other green-

minded customers of all sizes Eaton hybrid electric systems are

now factory-built option at four major U.S commercial vehicle

manufacturers enabling us to capture large share of this growing

market Truck and bus manufacturers in Europe and Asia are

also integrating Eaton hybrid power to meet green city and fleet

demands saving fuel and greatly reducing harmful emissions

As the worlds appetite grows for environmentally friendly com
mercial vehicles Eaton is primed to deliver

Eatons low-emission hybrid powertrains are growing demand worldwide In China Eaton hybrid powered city

buses are being field tested by five manufacturers and are operating in Beijing Chongqing Guangzhou and Zhengzhou

EATON CORPORA11ON 2008 Annuai Report
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Rowering Business More Responsibly
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Sustainability is fundamental to Eatons valuesbased businessmodel ft guides

and inspires how we live and work how we design products and how we manage

our people and operations More than responsibility we believe sustainability is

pivotal to our future success helping us to drive the power managementinnovations

our customers need and that the world increasingly demands

Rooted in Eatons corporate philosophy of Doing Business Right

our commitment to sustainability goes beyond environmental stew

ardship to include promoting the health safety and development

of our employees and improving the communities in which we work

Eaton has also been recognized for our uncompromising business

ethics that guide every decision we make around the world

During 2008 we continued to improve our performance across

broad range of sustainability metrics We include many

of these measures in our Eaton Business Excellence facility

assessments reinforcing to our global businesses and people

that true excellence can only be attained by meeting todays

needs and goals without compromising tomorrows

Eaton received the prestigious CALS1ART Blue Sky Award in 2008 for our pioneering work in the development

and commercialization of hybrid electric and hybrid hydraulic power systems for commercial vehicles

EATON CORPORATION 2008 Annu Report 17



As Eaton expands we apply the same high

standard for sustainable proctices and perfoo

mance worldwide helping us to accelerate

our growth in developing economies by earning

the respect of the people in those regions

in China for exampiewhere we organized

widely attended su.stainability seminar cm

sponsored by the China V/TO Thbune or the

Ministry of Commerce Eaton received four

awards in 2008 for our sustainability and coo

porate responsibilty leadership including the

2008 China Excellent Corporate Citizen award

presented by the Corporate Citizen Committee

of China Association of Social Workers During

the year we also earned these recognitions

and honors

No on Corporate Responsibility Officer mag
aziniss list of 100 Best Corporate Citizens

arid No on the publications list of Best Coo

porate Citizens in our industry sector

CALSTART Blue Sky Award for tsnovation

and advancement in sustainable transportation

technology

Named among Worlds Most Ethical

Companies by the Ethisphere lnstitute

Employer of Choice Award from the Minority

Corporate Counsel Association and Best

in Class for senior management diversity

according to the Greater Cleveland Partner

ships Coromission on Economic Inclusion

During 2008 we hired EBIV1 Certification and

Verification Services to perform an indepem

dent audit of key Eaton sites across the world

to confirm and imgrove the accuracy and

reliability of our data

Eor the year we ma.de progress in virtually

every area of EHS performance we measure
hut we recognize we still have work to do

Key metrics and achievements included

Greenhouse gas GHG emissionsWe reduced

our global energy consumption for the second

straight year lowering our GHG emissions by

07 percent on an a.hsoiute basis and 7.2 pen

cent indexed fors ales Since 2006 we have

reduced the total amount of carbon dioxide

generated by our operations from 933000 metric

tons to 840000 metric tons indexed for sales

we dramatically lowered our GHG emissions by

14.3 percent over that period keeping us on track

to meat or surpass our Business Boundtable

Climate F1ESOLVE pledge of reducing our GHG

emissions by 18 percent indexed for sales

by 2012

Working with Suromit Energy an independent

energy marusgement company we continue

to audit the performance cf our facilities anrf

to vvork with our businesses to imtVement

costmffective energy reduction programs-
from training employees to upgrading eguipment

lighting systems and environmental controls

on plant-by-plant basis

St d.in 0501 re sro.r or iS Li i55 iiKtSI 10 .on.q is 5i.i s.i to liii

tiiSi1
1i.iti1 fi0iIai oui

EnvVonmentak heaVh amf safety exceflence Eatons Electrical business contributes sign/S

cantly to rhese efforts emoioyino our own
Eaton is committed to acnevng vvorld--class

ci eroy uavii systev and solutiom Duru
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We want to know what you think of Eatons 2008 Annual Report Please take

tew minutes to complete this short survey

What is your overah impression of the printed annual report

Excellent Good _Neutral Fair Poor

The 2008 Anneal Report improved your understanding of Eaton Corporation ao

diversified industrial enterprise with focus on power management

Strongly agree Somewhat agree Nvvtral

Somewhat
disagree Strongly disegran

Go
you have any other comments about Eatons 2008 Annual Report

1r11 jrici
The 2008 Sustainability Report improved your understanding of and contained

valuable information related to Eatons commitment to
vustainability

Strongly agree .Somnwhat agree ... Nevtral

Somewhat
disagree Strongly disagree

Go you have any other comments aboat Eatens 2008 Suotainability ReportO

Please describe the ways in which you are affiliated with Eaton Evamples customer
media shareholder arid/or employee
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Report of Independent Registered

Public Accounting Firm

To the Board of Directors and Shareholders

Eaton Corporation

We have audited the accompanying consolidated balance sheets of Eaton

Corporation as of December 31 20DB and 2007 and the related statements of

consolidated income shareholders equity and cash flows for each of the three

years in the period ended December 31 20DB These financial statements are

the responsibility of the Companys management Dur responsibility is to express

an opinion on these financial statements based on our audits

We conducted our audits in accordance with the standards of the Public Company

Accounting Oversight Board United StatesL Those standards require that we

plan and perform the audit to obtain reasonable assurance about whether the finan

cial statements are free of material misstatement An audit includes examining

on test basis evidence supporting the amounts and disclosures in the financial

statements An audit also includes assessing the accounting principles used

and significant estimates made by management as well as evaluating the overall

financial statement presentation We believe that our audits provide reasonable

basis for our opinion

In our opinion the financial statements referred to above present fairly in all

material respects the consolidated financial position of Eaton Corporation at

December 3120DB and 2DD7 and the consolidated results of its operations and

its cash flows for each of the three years in the period ended December 3120DB

in conformity with United States generally accepted accounting principles

As discussed in Retirement Benefit Plans in the Notes to the Consolidated

Financial Statements in accordance with SFAS No 15B EmployersAccounting

for Defined Benefit Pension and Other Postretirement Plans an amendment of

FASB Statements No.87 88 106 and 132R Eaton Corporation changed its method

of accounting for the funded status of its defined benefit pension and other
post-

retirement benefit plans in 2006 and in 20DB changed its method of accounting

for the measurement date provisions of these plans

We also have audited in accordance with the standards of the Public Company

Accounting Oversight Board United StatesL Eaton Corporations internal control

over financial reporting as of December 31 20DB based on criteria established

in Internal ControlIntegrated Framework issued by the Committee of Sponsoring

Organizations of the Treadway Commission and our report dated February 272009

expressed an unqualified opinion thereon

44entt 1%6wstLLP
ErnstYoungLLP

Cleveland Ohio

February 27 2009

We have prepared the accompanying consolidated financial statements and

related information of Eaton Corporation included herein for the three years ended

December 31 2DD8 The primary responsibility
for the

integrity
of the financial

information included in this annual report rests with management The financial

information included in this annual
report

has been prepared in accordance with

accounting principles generally accepted in the United States based on our best

estimates and judgments and giving due consideration to materiality The opinion of

Ernst Young LLP Eatons independent registered public accounting firm on

those financial statements is included herein

Eaton has high standards of ethical business practices supported by
the Eaton Code

of Ethics and corporate policies Careful attention is given to selecting training

and developing personnel to ensure that managements objectives of establishing

and maintaining adequate internal controls and unbiased uniform
reporting

stan

dards are attained Our policies and procedures provide reasonable assurance that

operations are conducted in conformity with applicable laws and with the Companys

commitment to high standard of business conduct

The Board of Directors pursues its responsibility for the quality of Eatons financial

reporting primarily through its Audit Committee which is composed of six inde

pendent directors The Audit Committee meets regularly with management the

internal auditors and the independent registered public accounting firm to ensure

that they are meeting their responsibilities and to discuss matters concerning

accounting control audits and financial reporting The internal auditors and inde

pendent registered public accounting firm have full and free access to senior

management and the Audit Committee

Managements Report on

Financial Statements

Richard Fearon

Vice Chairman and

Chief Financial and
Planning

Officer

Alexander Cutler

Chairman and Chief Executive

Officer President

Billie Rawot

Senior Vice President and Controller

February 27 2DD9
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Report of Independent Registered

Public Accounting Firm

To the Board of Directors and Shareholders

Eaton Corporation

We have audited Eaton Corporations internal control over financial reporting

as of December 3120DB based on criteria established in Internal ControlIntegrated

Framework issued by the Committee of Sponsoring Organizations of the Treadway

Commission the COSO criteria Eaton Corporations management is responsible

for maintaining effective internal control over financial reporting and for its

assessment of the effectiveness ot internal control over financial reporting included

in the accompanying Managements Report on Internal Control Over Financial

Reporting Our responsibility is to express an opinion on the Companys internal control

over financial reporting based on our audit

We conducted our audit in accordance with the standards of the Public Company

Accounting Oversight Board United States Those standards require
that we plan

and pertorm the audit to obtain reasonable assurance about whether effective

internal control overfinancial reporting was maintained in all material respects Our

audit included obtaining an understanding of internal control over financial reporting

assessing the risk that material weakness exists testing and evaluating the

design and operating effectiveness of internal control based on the assessed risk

and performing such other procedures as we considered necessary in the circum

stances We believe that our audit provides reasonable basis for our opinion

companys internal control over financial reporting is process designed to provide

reasonable assurance regarding the reliability of financial reporting and the prep

aration of financial statements for external purposes in accordance with generally

accepted accounting principles companys internal control over financial

reporting includes those policies and procedures that pertain to the maintenance

of records that in reasonable detail accurately and fairly reflect the transactions

and dispositions of the assets of the company provide reasonable assurance

that transactions are recorded as necessary to permit preparation of financial

statements in accordance with generally accepted accounting principles and that

receipts
and expenditures of the company are being made only in accordance

with authorizations of management and directors of the company and provide

reasonable assurance regarding prevention or timely detection of unauthorized

acquisition use or disposition
of the companys assets that could have material

effect on the financial statements

Because of its inherent limitations internal control overfinancial reporting may

not prevent or detect misstatements Also projections of any evaluation of

effectiveness to future periods are subject to the risk that controls may become

inadequate because of changes in conditions or that the degree of compliance

with the
policies or procedures may deteriorate

As indicated in the accompanying Managements Report on Internal Control Over

Financial Reporting managements assessment of and conclusion on the effec

tiveness of internal control over financial reporting did not include the internal

controls of certain entities that were acquired during 20DB which are included in the

20DB consolidated financial statements of Eaton Corporation and constituted

approximately 7% of total assets as of December 31 20DB and 10% of net sales for

the year then ended Our audit of internal control over financial
reporting

of Eaton

Corporation also did not include an evaluation of the internal control over financial

reporting for these entities

In our opinion Eaton Corporation maintained in all material respects effective

internal control over financial reporting as of December 31 20DB based on the

COSO criteria

We also have audited in accordance with the standards of the Public Company

Accounting Oversight Board United StatesL the consolidated balance sheets ot

Eaton Corporation as of December 3120DB and 2007 and the related statements

of consolidated income shareholders equity and cash flows for each of the

three years in the period ended December 3120DB and our report
dated February 27

2009 expressed an unqualified opinion thereon

Cleveland Ohio

February 272009

Managements Report on Internal

Control Over Financial Reporting

The management of Eaton Corporation is responsible for establishing and main

taining adequate internal control over financial reporting as defined in Exchange

Act rules 13a-15ffl

Under the supervision and with the participation ot Eatons management including

our principal executive officer and principal financial officer we conducted an

evaluation of the effectiveness of the Companys internal control over financial

reporting as of December 3120DB Our evaluation of internal control over financial

reporting did not include the internal controls of certain entities that were acquired

during 20DB which are included in the 2008 consolidated financial statements

and constituted approximately 7% of total assets as of December 31 20DB and 10%

of net sales for the year then ended In conducting this evaluation we used the

framework set forth by the Committee ot Sponsoring Organizations of the Treadway

Commission in Internal ControlIntegrated Framework Based on this evaluation

under the framework reterred to above management concluded that the Companys

internal control over financial reporting was effective as of December 31 20DB

The independent registered public accounting firm Ernst Young LLP has issued

an audit
report on the effectiveness of the Companys internal control over financial

reporting as of December 31 2008 This report is included herein

1CL1Lii
Richard Fearon

Vice Chairman and

Chief Financial and Planning Officer

Alexander Cutler

Chairman and Chief Executive

Officer President

St C5saY
Billie Rawot

Senior Vice President and Controller

February 27 2DD9

4-tt
Ernst Young LLP
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Statements of Consolidated Income

YEAR ENDED DECEMBER 31 2008 2D07 2006

MiHions except tsr per share data

Not saos $15376 13033 12232

Costofproductssold 11191 9382 8949

Selling administrative expense 2513 2139 1939

Researchdevelopmentexpense 417 335 315

Interestexpense-net 157 147 105

Contribution to Eaton Charitable Fund 16

Other income expense-net 30 27 45

Income from
continuing operations before income taxes 1128 1.041 969

Income taxes 73 82 72

Income from
continuing operations 1055 959 897

Income from discontinued operations 35 53

Net hcome 1058 994 950

Net ncome per Common Share asoomng rihoOon

Continuing operations 6.50 6.38 5.87

Discontinued operations .02 .24 .35

6.52 6.62 6.22

Average number of Common Shares outstanding assuming dilution 162.3 150.3 152.9

Net ncnmn
per

Common Share basic

Continuing operations 6.58 6.51 5.97

Discontinued operations .02 .24 .35

6.60 6.75 6.32

Average number of Common Shares outstanding basic 160.2 147.3 150.2

Casrr clvdendn pad per
Common Share 2.00 1.72 1.48

The notes on pages 31 to 43 are an integral part of the consolidated financial statements
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Consolidated Balance Sheets

DECEMBER31 2008 2007

MiIIions

.Ass els

Current assets

Cash 188 142

Short-term investments 342 504

Accounts receivable 2295 2208

Inventories 1554 1483

Deferred income taxes 239 291

Othercurrentassets 177 139

4795 4767

Property plant equipment-net

Landbuildings 1425 1175

Machineryequipment 4142 4067

5567 5242

Accumulated depreciation 292B 2909

2639 2333

Goodwill 5232 3982

Other intangible assets 2518 1557

Deferred income taxes 971 498

Otherassets 500 293

$16655 $13430

LisbWts hsr sr Ecstv

Current liabilities

Short-term debt 812 825

Current
portion

of long-term debt 269 160

Accounts payable 1121 1170

Accrued compensation 297 355

Other current liabilities 1246 1149

3745 3659

Long-term debt 3190 2432

Pension liabilities 1650 681

Other postretirement liabilities 703 772

Deferred income taxes 543 224

Other liabilities 507 490

Shareholders equity

Common Shares 165.0 million outstanding in 2008 and 146.0 million in 2007 82 73

Capital
in excess of

par
value 3879 2290

Retained earnings 3917 3257

Accumulated other comprehensive loss 1538 423

Deferred compensation plans 23 25

6317 5172

$16655 $13430

The notes on pages 31 to 43 are an integral part of the consolidated financial statements
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Statements of Consolidated Cash Flows

YEAR ENDED DECEMBER 31 2008 2DD7 2D06

Millions

Net income 1058 994 950

Adjustments to reconcile to net cash provided by operating activities

Depreciation amortization 592 469 434

Deferred income taxes 225 51 37

Pension liabilities net of contributions 26 79

Gain on sales of businesses 19 46 56
Other long-term liabilities 40 25 45
Other non-cash items in income 49 38 33

Changes in working capital excluding acquisitions sales of businesses

Accounts receivable 128 72 40
Inventories 118 79 129

Accounts payable 208 27 207

Accrued income other taxes 31 41 149

Other current liabilities 125 11 136

Other working capital accounts 81 10 43

Cash received from termination of interest rate swaps 85 19

Other-net 110 119 70

1416 1161 1431

Expenditures for property plant equipment 448 354 360

Cash paid for acquisitions of businesses 2807 1433 256

Proceeds from sales of businesses 25 119 65

Sales purchases of short-term investments-net 100 247 418

Other-net 69 39 42

3199 1460 1011

Borrowings with
original

maturities of more than three months

Proceeds 1656 1652 706

Payments 984 979 617

Borrowings with original maturities of less than three months-net

primarily
commercial paper 62 35

Cash dividends paid 320 251 220

Proceeds from issuance of Common Shares 1522

Proceeds from exercise of employee stock options 47 141 108

Income tax benefit from exercise of employee stock options 13 42 28

Purchase of Common Shares 100 340 386

1829 327 416

Total increase in cash 46 28

Cash atthe beginning of the year 142 114 110

Cashattheendoftheyear 188 142 114

The notes on pages 31 to 43 are an integral part of the consolidated financial statements
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Statements of Consolidated Shareholders Equity

Accumulated

Capital other Deterred Total

Common Shareo in eoceoo of Retained cornpreheoaive compensation Shareholders

Shareo Dollaro parvalne earoingo boo piano eqeity

lMiOinnnl

Raarice at Jariaara aaF 148.5 74 2013 $2376 649 36 $3778

Net income 950 950

Foreigo currency
translation and related hedging

instraments including income tax benefits of $16 95 95

Deferred loss on cash flow hedges net of income tax benefits of $3

Minimum pension liability net of income tax benefits of $1

Other comprehensive income 82

Total comprehensive income 1032

Adjustment to initially apply SFAS No.158

Pensionsnetof incometasbenefitsof $85 163 163

Other postretirement benefits net of income tax benefits of $119 119 119

Cash dividends paid 220 220

Issuance of shares under employee benefit plans

including
incometaxbenefitsof $36 3.1 176 13 189

Purchase of shares by trust

Purchase of shares 5.3 75 308 386

Ltaaricet tit DeccttLLttt uttU 146.3 73 2114 2796 849 28 4106

Net income 994 994

Foreign currency translation and related hedging

instruments including income taxes of $14 212 212

Deferred loss on cash flow hedges net of income tax benefits of $3

Pensionsnetof incometaxes of $101 214 214

Other postretirement benefits net of income taxes of $8

Other comprehensive income 426

Total comprehensive income 1420

Cash dividends paid 251 251

Issuance of shares under employee benefit plans

including income tax benefits of $51 3.7 237 242

Purchase of shares by trust

Purchase of shares 4.0 61 277 340

Baaaca at LJauuaiLe 2UU/ 146.0 73 2290 3257 423 25 5172

Netincome 1058 1058

Foreign currency
translation and related hedging

instruments including income tax benefits of $68 722 722

Deferred loss on cash flow hedges net of income tax benefits of $12 23 23

Pensions net of income tax benefits of $227 419 419

Other pnstretirement benefits net of income taxes of $31 49 49

Other comprehensive loss 1115

Total comprehensive loss 57

Effects of changing measurement date under SFAS No.158

netofincometaxbenefitsof$8 11 11

Cash dividends paid 320 320

Issuance of shares under employee benefit plans

includingincometaxbenefitsnf $16 1.7 109 114

Issuanceof shares 18.7 1513 1522

Purchase of shares by trust

Purchaseof shares 1.4 33 66 100

PaHnnaat Dacartihar 2fliJtt 165.0 82 3879 3917 $1538 23 6317

The notes on pages 31 to43 are an integral part of the consolidated financial statements
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Notes to Consolidated Financial Statements

Millions of dollars unless indicated otherwise per share data assume dilution

Description of Company

Eaton Corporation is diversified power management company and global technology

leader in electrical components and systems for power quality distribution and

control hydraulics components systems and services for industrial and mobile equip

ment aerospace fuel hydraulics and pneumatic systems for commercial and military

use truck and automotive drivetrain and powertrain systems for performance fuel

economy and safety Eaton has approximately 75000 employees and sells products

to customers in more than 150 countries

Accounting Policies

Consolidation Basis of Presentation

The consolidated financial statements include accounts of Eaton and all subsidiaries

and other controlled entities The equity method of accounting is used for investments

in associate companies where the Company has 20% to 50% ownership interest

These associate companies are not material either individually or in the aggregate

to Eatons financial position results of operations or cash flows

Eaton does not have off-balance sheet arrangements or financings with unconsolidated

entities or other persons In the ordinary course of business the Company leases

certain real properties and equipment as described in Lease Commitments in the

Notes below Transactions with related parties are in the
ordinary course of business

are conducted on an arms-length basis and are not material to Eatons financial

position results of operations or cash flows

Revenue Recognition

Sales are recognized when sales agreement is in place products have been shipped

to unaffiliated customers and title has transferred in accordance with shipping terms

FOB shipping point FOB destination or equivalent International Commercial INCO

Terms the
selling price is fixed and determinable and collectability is reasonably

assured all significant related acts of performance have been completed and no other

significant uncertainties exist Shipping and handling costs billed to customers are

included in Net sales and the related costs in Cost of products sold Other revenues

for service contracts are generally recognized as the services are provided

Foreign Currency Translation

The functional
currency

for substantially all subsidiaries outside the United States is

the local currency Financial statements for these subsidiaries are translated into United

States dollars at year-end exchange rates as to assets and liabilities and weighted-

average exchange rates as to revenues and expenses The resulting translation adjust

ments are recorded in Accumulated other comprehensive income loss in Shareholders

equity Gains and losses related to foreign currency
transactions are recorded in Other

income expense-net in the Statements of Consolidated Income

Inventories

Inventories are carried at lower of cost or market Inventories in the United States are

generally accounted for using the last-in first-out LIFO method Remaining United

States and all other inventories are accounted for
using

the first-in first-out FIFO method

Cost components include raw materials purchased components direct labor indirect

labor utilities depreciation inbound
freight charges purchasing and receiving costs

inspection costs warehousing costs and costs of the distribution network

Depreciation Amortization

Depreciation and amortization are computed by the straight-line method for financial

statement purposes Cost of buildings is depreciated over principally 40 years and

machinery and equipment over principally to 10 years At December 312008 the

weighted-average amortization periods for intangible assets subject to amortization

were 14 years for patents 18 years for manufacturing technology and 20 years for cus

tomer relationships primarily as result of the long life of aircraft platforms Software

is amortized over range of to years

Long-lived assets except goodwill and indefinite life
intangible

assets as described

in the Notes below are reviewed for impairment whenever events or changes in circum

stances indicate the carrying amount may not be recoverable Events or circumstances

that would result in an impairment review include operations reporting losses signifi

cant adverse change in the use of an asset the planned disposal or sale of the asset

significant adverse change in the business climate or legal factors related to the asset

or sonficant decrease the estimated far value nf an asset The as set wnuld hn

considered impaired when the estimated future net undiscounted cash flows generated

by the asset are less than its
carrying

value An impairment loss would be recognized

based on the amount by which the carrying value of the asset esceeds its fair value

Goodwill Indefinite Life Intangible Assets

In accordance with Statement of Financial Accounting Standards SFAS No.142

Goodwill and Other Intangible Assets Eaton does not amortize goodwill and indefinite

life intangible assets recorded in connection with business acquisitions Indefinite

life intangible assets primarily consist of trademarks

Goodwill is tested for impairment at the reporting unit level and is based on the net

assets for each unit
including goodwill

and
intangible assets The Company completed

annual impairment tests for goodwill and indefinite life intangible assets as of July

2008 as required by SFAS No.142 In addition based on changes in the global economic

environment in the second half of 2008 goodwill and indefinite life intangible assets

were also tested for impairment in the fourth quarter of 2008 These tests confirmed

that the fair value of the Companys reporting units and indefinite life intangible assets

exceed their respective carrying values and that no impairment loss was required

to be recognized

Derivative Financial Instruments

In the normal course of business Eaton is exposed to fluctuations in interest rates

foreign currency exchange rates and commodity prices The Company uses various

financial instruments primarily interest rate swaps foreign currency forward exchange

contracts foreign currency swaps and to lesser extent commodity swaps to

manage exposure to these market fluctuations

Derivative financial instruments used by Eaton are straightforward non-leveraged

instruments The counterparties to these instruments are financial institutions with

strong
credit ratings Eaton maintains control over the size of positions entered into

with any one counterparty and regularly monitors the credit rating
of these institutions

Such derivative financial instruments are not purchased and sold solely for trading

purposes except for nominal amounts authorized under limited controlled circumstances

All derivative financial instruments are recognized as either assets or liabilities in

the Consolidated Balance Sheet and are measured at fair value Accounting forthe

gain or loss
resulting

from the change in the financial instruments fair value depends

on whether it has been designated and is effective as hedge and if so on the nature

of the hedging activity
Financial instruments can be designated as hedges of changes

in the fair value of recognized fixed-rate asset or liability or the firm commitment

to acquire such an asset or liability as hedges of variable cash flows of recognized

variable-rate asset or liability or the forecasted acquisition of such an asset or liability

or as hedges of
foreign currency exposure from net investment in one of the Com

panys foreign operations Gains and losses related to hedge are either recognized

in income immediately to offset the gain or loss on the hedged item or are deferred

and reported as component of Accumulated other comprehensive income loss

in Shareholders equity and subsequently recognized in net income when the hedged

item affects net income The change in fair value of the ineffective portion of finan

cial instrument is recognized in net income immediately The gain or loss related to

financial instruments that are not designated as hedges are recognized immediately

in net income

Warranty Expenses

Estimated product warranty expenses are accrued in Cost of products sold at the time

the related sale is recognized Estimates of warranty expenses are based primarily

en historical warranty claim experience and specific customer contracts Warranty

expenses include accruals for basic warranties for products sold as well as accruals for

product recalls and other related events when they are known and estimable

Asset Retirement Obligations

conditional asset retirement obligation is recognized at fair value when incurred

if the fair value of the liability can be reasonably estimated Uncertainty about the

timing or method of settlement of conditional asset retirement obligation
would

be factored into the measurement of the liability when sufficient information exists

Eaton believes thatfor
substantially all of its asset retirement obligations there is

an indeterminate settlement date because the range of time over which the Company

may settle the obligation is unknown or cannot be estimated liability for these

obligations will be recorded in the period when sufficient information regarding timing

and method of settlement becomes available to make reasonable estimate of the

liabilitys fair value

Estimates

Preparation of financial statements in conformity with accounting principles generally

accepted in the United States requires management to make estimates and assumptions

in prtnin rirruirnntnnqpn thnt nffrt 2mnuuntn rpnnrtpcl in tho nrrflfflflflfl\inn rnncnli

dated financial statements and notes Actual results could differ from these estimates
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Notes to Consolidated Financial Statements

Financial Presentation Changes

Certain amounts for prior years have been reclassified to conform to the current

year presentation

New Accounting Pronouncements

Employers Disclosures about Postretirement Benefit Plan Assets

In December 2008 the Financial Accounting Standards Board FASB issued FSP 132

R-1 Employers Disclosures about Postretirement Benefit Plan Assets.FSP 132 R-1

provides guidance on an employers disclosures about plan assets of defined benefit

pension or other postretirement plan The guidance addresses disclosures related to

the categories of plan assets concentration of risk arising within or across the cate

gories of plan assets and fairvalue measurements of plan assets This Staff Position

is effective for Eaton in 2009 and will have no effect on its consolidated financial

position or results of operations

Disclosures about Derivative Instruments and Hedging Activities

In March 2008 the FASB issued SFAS No.161 Disclosures aboutDerivative Instru

ments and HedgingActivitiesan amendmentof FASB Statement No.133 SFAS No.161

provides for enhanced disclosures of how derivative and hedging activities affect

an entitys financial position financial performance and cash flows This Statement

is effective for Eaton in 2009 and will have no effect on its consolidated financial

position or results of operations

Business Combinations

In December 2007 the FASB issued SEAS No.141 Business Combinations This

Statement establishes principles and requires the buyer to

Recognize with certain exceptions 100% of the fair values of assets acquired

liabilities assumed and non-controlling interests in acquisitions of less than

100% controlling
interest when the acquisition constitutes change in control

of the acquired entity

Measure shares issued in consideration for business combination at fair value

on the
acquisition

date

Recognize contingent consideration arrangements at their acquisition-date fair

values with subsequent changes in fair value
generally

reflected in earnings

With certain exceptions recognize pre-acquisition
loss and gain contingencies

at their
acquisition

date fair values

Capitalize in-process research and development assets acquired

Expense as incurred acquisition-related transaction costs

Capitalize acquisition-related restructuring costs only
if the criteria in SEAS

No.146 Accounting for Costs Associated with Exit orDisposalActivities are

met as of the acquisition date

Recognize in income tax expense changes in income tax valuation allowances

and accruals for income tax uncertainties that were recorded in business

acquisition including acquisitions of businesses completed prior to 2009

This Statement will be effective for Eaton in 2009 Statement 141 will affect Eatons

consolidated financial position or results of operations based on the specific conditions

related to future acquisitions

Noncontrolling Interests in Consolidated Financial Statements

In December 2007 the EASB issued SEAS No.160 Noncontrolling Interests in Consoli

dated Financial Statementsan amendment of AHB No.51 This Statement clarifies

accounting and reporting for noncontrolling interest sometimes called minority

interest which is the portion of equity in subsidiary not attributable directly or

indirectly to parent company This Statement will be effective for Eaton in 2009

The Company expects that this Statement will not have material effect on its con

solidated financial position and results of operations

Fair Value Measurements

In September 2006 the FASB issued SEAS No.157 Fair Value Measurements This

Statement defines fair value for financial and non-financial assets and liabilities

establishes framework for measuring fair value and expands disclosures about fair

value measurements The guidance applies to other accounting pronouncements

that require or permit fair value measurements In 2008 Eaton adopted the provisions

of SFAS No.157 forfinancial assets and liabilities and for non-financial assets recog

nized or disclosed at fair value in the financial statements on recurring basis at least

annually These primarily included short and long-term investments derivative

financial instruments assets related to defined benefit pension plans and financial

assets and liabilities related to acquired businesses The adoption of this Statement

in 2008 had an immaterial effect on Eatons consolidated financial position and

results of operations In 2009 Eaton must adopt the provisions of SEAS No.157 for

other non-financial assets and liabilities primarily goodwill intangible assets non

financial assets and liabilities related to acquired businesses and impairment and

restructuring
activities The Company expects that this Statement will not have

material effect on its consolidated financial position and results of operations

Acquisitions of Businesses

In 20082007 and 2006 Eaton acquired certain businesses and formed joint venture

in separate transactions for combined net cash purchase prices of $2807 in 2008

$1433 in 2007 and $256 in 2006 The Statements of Consolidated Income include the

results of these businesses from the effective dates of acquisition or formation

summary of these transactions for 2008 and 2007 follows on page 33

The allocations of the purchase prices for certain acquisitions in 2008 are not final

and may be subsequently adjusted based on final purchase price allocation reports

and other information

In 2008 Eaton acquired The Moeller Group electrical business and the Phoenixtec

electrical business for combined cash purchase prices of $2695 Assets and liabilities

for these businesses were recorded at estimated fair values as determined by Eatons

management based on available information and on assumptions as to future operations

The Company is in the process of completing the purchase price allocations including

the finalization of valuations of certain tangible and intangible assets and the final

ization of integration and income tax liabilities The
preliminary

allocations of the

purchase prices are summarized below

Current assets 702

Property plant equipment 447

Goodwill 1624

Other intangible assets 1073

Other assets 107

Total assets acquired 3953

Total liabilities assumed 1258

Net assets acquired
$2695

Other intangible assets of $1073 include estimates of $640 of customer relationships

having useful life of 10 to 15 years $251 related to trademarks having useful life

of 15 to 20 years and $182 of technology having useful life of to 13 years Goodwill

of $1232 for Moeller and $392 for Phoenixtec are non-deductible for income tax purposes

In 2007 Eaton acquired the Argo-Tech aerospace business and the MOE small systems

UPS electrical business for combined cash purchase prices of $1346 In 2007 the

assets and liabilities for these businesses were recorded at estimated fair values as

determined by Eatons management based on available information and on assump

tions as to future operations As completed in 2008 the final allocations of the purchase

prices which did not differ materially from preliminary estimates are summarized below

Current assets 223

Property plant equipment
23

Goodwill 899

Other intangible assets 582

Total assets acquired 1727

Total liabilities assumed 381

Net assets acquired $1346

Other intangible assets of $582 included $42 related to trademarks not subject to

amortization $436 of customer relationships having useful life of to 25 years and

$104 of technology having useful life of to 25 years Goodwill of $420 for Argo-Tech

and $479 for the MOE small systems UPS electrical business are non-deductible for

income tax purposes
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Business

Acquired business Date of acquisition segment Annual sales

Integ Holding Limited October 2.2008 Hydraulics $52 for 2007

The pareril company of integrated Hydraulics Ltd U.K -based manufacturer of screw-in

cartridge valves custom-engineered hydraulic valves and manifold systems

Nittan Global Tech Co Ltd Operational Automotive New jointventure

joint venture to manage the global design manufacture and supply of engine valves and October 2008

valve actuation products to Japanese and Korean automobile and engine manufacturers

In addition during the second half of 2008 several related manufacturing joint ventures

were established

Engine Valves Business of Kirloskar Oil Engines Ltd July 31 2008 Automotive $5 for 2007

An India-based designe manufacturer and distributor of intake and exhaust valves for diesel

and gasoline engines

PK Electronics July 312008 Electrical $9 for 2007

Belgium-based distributor and service provider of single phase and three-phase uninterruptible

power supplyUPS systems

The Moeller Group April 42008 Electrical 1.02 billion for 2007

Germany-based supplier of electrical components for commercial and residential building

applications and industrial controls for industrial equipment applications

Balmen Electronic S.L March 312008 Electrical $6 for 2007

Spain-based distributor and service providerof uninterruptible power supplyUPS systems

Phoenixtec Power Company Ltd February 26 2008 Electrical $515 for200l

Taiwan-based manufacturer of single and three-phase uninterruptible power supply UPS systems

Arrow Hose Tubing Inc November 82007 Hydraulics $12 for 2006

Canada-based manufacturer of thermoplastic hose and tubing for the industrial food and

beverage and agricultural markets

MGE small systems UPS business from Schneider Electric October 312007 Electrical $245 for 2007

France-based
global pro

viderof power quality solutions including uninterruptible power

supply UPS systems power distribution units static transferswitches and surge suppressors

Babco Electric Group October 19 2007 Electrical $11 for 2007

Canada-based manufacturerof specialty low- and medium-voltage switchgear and electrical

housings for use in the Canadian oil and gas industry and other harsh environments

Pulizzi Engineering June 192007 Electrical $12 for 2006

US manufacturer of alternating current AC power distribution AC power sequencing

redundant power and remote-re bo ot power management systems

Technology and related assets of SMC Electrical Products Inc.s industrial May 18 2007 Electrical None

medium-voltage adjustable frequency drive business

Fuel components division of Saturn Electronics Engineering Inc May 22007 Automotive $28 for2006

US designer and manufacturer of fuel containment and shutoff valves emissions control

valves and specialty actuators

Aphel Technologies Limited
April 52007 Electrical $12 for2006

UK-based global supplierof high density fault-tolerant power distribution solutions

for datacenters technical offices laboratories and retail environments

Argo-Tech Corporation March 162007 Aerospace $206 for 2006

US-based manufacturer of high-performance aerospace engine fuel pumps and systems airframe

fuel pumps andsystems and ground fueling systems for commercial and military aerospace markets

Power Protection Business of Power Products Ltd February 72007 Electrical $3 for 2006

Czech Republic distributor and service
provider of Powerwareproducts and other uninterruptible

power supplyUPS systems
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Pro Forma Results of Continuing Operations

In order to portray the results for Moeller purchased in April 2008 Phoenixtec pur

chased in February 2008 the MOE small systems UPS business purchased in October

2007 and Argo-Tech purchased in March 2007 as if they had been acquired and

consolidated with Eaton at the beginning of 2007 unaudited
pro

forma results for

continuing operations are presented below The pro forma results include estimates

and assumptions which Eatons management believes are reasonable However

the pro forma results do not include any cost savings or other effects of the planned

integrations of these businesses and accordingly are not necessarily indicative of

the results which would have occurred if the business combinations had been in effect

on the dates indicated These unaudited
pro

forma results do not include businesses

acquired in 2008 and 2007 that were immaterial

2008 2007

Net sales 15853 $15106

Income from continuing operations 1070 946

Income from continuing operations per
Common Share

Assuming dilution 6.59 6.29

Basic 6.68 6.42

Restructuring Liabilities

Eaton has undertaken restructuring activities at acquired businesses including work-

force reductions plant consolidations and facility closures In accordance with Emerging

Issues Task Force EITF Issue No 95-3 Hecognition of Liabilities in Connection with

Purchase Business Combination liabilities for these restructuring
activities were

recognized in the allocation of the purchase price related to the acquired business

summary of these liabilities and utilization of the various components follows

Total

Balance at January 2006 944 24 37 61

Liabilities recorded 417 17 28 45

Utilized 2851 81 43 51

Balance at December31 2006 1076 33 22 55

Liabilities recorded 282

Utilized .J12 121 25

BalanceatDecemher3l2007 659 27 12 39

Liabilities recorded 52

Utilized 428 18 13 31

Balance at December31 2008 283 $12 $1 $13

Acquisition Integration Plant Closing Charges

Acquisition Integration Charges

In 20082007 and 2006 Eaton incurred charges related to the integration of acquired

businesses These charges which consisted of plant consolidations and integration

were recorded as expense as incurred summary of these charges follows

2008 2007 2006

Electrical 47 12

Hydraulics 12 11

Aerospace
20 39 12

Truck

Automotive

Corporate

Pretax charges $77 $64 $40

After-tax charges 51 42 27

Per Common Share $31 .28 .17

Charges in 2008 were related primarily to the
integration

of the following acquisitions

in the Electrical segment Moeller Phoenixtec and the MOE small systems UPS busi

ness in the Hydraulics segment Ronningen-Pettnr and Synfiex in the Aerospace

segment Argo-Tech PerkinElmer and Cobham and in the Automotive segment Saturn

and the engine valve business of Kirloskar Oil Engines Ltd

Charges in 2007 were related primarily to the integration of the following acquisitions

in the Electrical segment the MOE small systems UPS business Schreder-Hazemeyer

Senyuan end Powerware in the Hydraulics segment Synfiex Hayward and Walter

scheid in the Aerospace segment Argo-Tech PerkinElmer and Cobham and in the

Automotive segment Saturn

Charges in 2006 were related primarily to the integration of the following acquisitions

in the Electrical segment Pringle and Powerware in the Hydraulics segment Synfiex

Hayward Winner and Walterscheid in the Aerospace segment PerkinEmer and

Cobham in the Truck segment Pigozzi and in the Automotive segment Tractech

and Morestana

Plant Closing Charges

On October 2020DB Eaton announced the closure of its automotive engine valve

lifters manufacturing plant in Massa Italy There were approximately 350 employees

affected by the closure decision The action was taken to better align manufacturing

capacity with future industry demand and to improve the competitive position of the

valve actuation business Aggregate pretax charges associated with this closure

were $27 which were recognized in the fourth quarter of 20DB when management

approved this action These costs which consisted of charges of $17 for severance

$7 for the write-down of assets and $3 for other costs reduced operating profit of

the Automotive segment

In first quarter 2006 Eaton announced and began to implement its Excel 01 program

This program was series of actions concluded in 2006 intended to address resource

levels and operating performance in businesses that under-performed in 2005 and

businesses that were expected to weaken during second half 2006 and in 2007 As part

of this program charges were incurred related to plant closings in four business seg

ments in 2006 summary of charges incurred by each segment related to these plant

closings including workforce reductions plant integration and other charges follows

2006

Electrical 12

Hydraulics

Truck 29

Automotive 58

Pretax charges $106

Total

BalanceatJanuaryl2006 166

Liabilities recorded 2339 85 61 146

Utilized 902 39 56 95

Balance at December31 2006 1603 49 55

Liabilities recorded 64 66

Utilized 1044 37 69 106

BalancnatDecember3l2007 563 14 15

Liabilities recorded 422 21 B7 lOB

Utilized 14 184 198

BalancnatDecembnr3l200B 534 $21 $4 $25

The acquisition integration and plant closing charges were included in the Statements

of Consolidated Income in Cost of products sold or Selling administrative expense

as appropriate In Business Segment Information the charges reduced Operating

profit
of the related business segment

Worktorco reductiono

Employeen Outaro

Plant

cluoinn

othor

Summary of Acquisition Integration Plant Closing Charges Liabilities

summary of acquisition integration charges and plant closing charges and remaining

liabilities follows

Plant

wurktorcn inductions cinnion

Empinynno Dollars nthnr
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Subsequent EventEmployment Reduction Actions in 2009

Eaton took significant employee reduction actions in January 2009 due to the severe

economic downturn These actions related to approximately 5200 employees and

will result in pretax charge of approximately $110 in the first quarter of 2009

Discontinued Operations

In the third quarter 2007 Eaton sold the Mirror Controls Division ot the Automotive

segment for $111 resulting in $20 after-tax gain or $12
per

Common Share In the third

quarter 2006 certain other businesses of the Automotive segment were sold for $64

resulting in $35 after-tax gain or $.23
per

share The gains on sale of the Mirror Controls

Division and the businesses sold in 2006 and other results of these businesses are

reported as Discontinued operations in the Statements of Consolidated Income

Short-Term Investments

Eaton invests excess cash generated from operations in short-term marketable

investments and classifies these investments as available-for-sale under SFAS

No.115 Accounting for Certain Investments in Debt and EquitySecurities In accor

dance with SFAS No.115 available-for-sale investments are recorded at fairvalue

with the unrealized gain or loss recorded in Accumulated other comprehensive income

loss in Shareholders equity summary of the carrying value of short-term invest

ments follows

2008 2007

lime deposits certificate of
deposits

with banks 237 198

Bonds issued hyforeign governments 63 121

Money market investmentx 34 174

Other 11

342 $504

The carrying value of short-term investments approximates the fair value of these

investments

Goodwill Other Intangible Assets

summary of
goodwill

follows

2008 2007

Electrical $2834 $1570

Hydraulics 1002 984

Aerospace 1037 1069

Truck 143 148

Automotive 216 211

$5232 $3982

The increase in goodwill in 2008 was due to goodwill for businesses acquired during

2008 partially offset by the final allocation of purchase price for businesses acquired

prior to 2008 and foreign currency translation These transactions are described in

the Acquisitions of Businesses Note above

summary of other intangible assets follows

2008 2007

Historical Accumulated Historical Accumulated

coot amortioation coot omoOitotion

Intangihle asnets not subject to amortization

primarily trademarks $525 $530

Intangible assets subject to amortization

Customerrelationships $1327 144 690 73

Patents 443 131 192 102

Manufacturing technology 429 50 246 25

Other 190 71 153 54

$2389 396 $1281 254

Expense related to intangible assets subject to amortization for 2008 was $161

Estimated annual pretax expense for intangible assets subject to amortization

for each of the next five years is $161 in 2009 $162 in 2010 $158 in 2011 $142 in 2012

and $129 in 2013

Debt Other Financial Instruments

Short-term debt of $812 at December 312008 included $767 of short-term commercial

paper for operations in the United States which had weighted-average interest rate

of 2.0% $7 of other short-term debt in the United States and $38 of short-term debt for

operations outside the United States Borrowings for operations outside the United States

were largely denominated in local currencies Operations outside the United States have

available short-term lines of credit aggregating $437 from various banks worldwide

summary of long-term debt including the current portion follows

100 million floating rate notes due 2008

14.01% at December 312007- EUBIBOR0.375%

7.40% notes due 2009

Floating rate senior notes due 2009

12.88% at December 312008 LIBORt.08%

Floating rate senior note due 2010

2.44% an December 312008 Ll8DRi-0.25%

5.75% notes due 2012

7.58% notes due 2012

4.9% notes due 2013

$50 converted to floating rate by
interest rate swap

5.80% notes due 2013

12.5% British Pound debentures due 2014

4.65% notes due 2015

$50 converted to floating rate by interest rate swap

5.3% notes due 2017

7.09% notes due 2018

6.89% notes due 2018

7.07% notes dun 2018

8.875% notes due 2018

5.6% notes due 2018

$325 converted to floating rate by
interest rate swap

4.215% Japan Yen notes due 2018

8-7/8% debentures dun 2019

$25 convened to floating rate by interest rate swap

8.10% debentures due 2022

7.625% debentures due 2024

$25 converted to floating rate by interest rate swap

6-1/2% debentures due 2025

7.875% debentures due 2028

7.65% debentures due 2029

$50 convened to floating rate by interest rate swap

5.45% debentures due 2034

$25 converted to floating rate by interest rate swap

5.25% notes due 2035

5.8% notes due 2037

Other

Total
long-term

debt

Less current portion of long-term debt

Long-term
debt less current poninn

In February 2008 Eaton borrowed $250 under 364-day $3.0 billion revolving credit

agreement to partially finance the acquisition of Phoenixtec In April 20DB Eaton

borrowed 1.33 billion under the
revolving

credit agreement to finance the acquisition

of Moeller In order to refinance this debt Eaton sold 18.678 million of its Common

Shares in public offering in the second quarter
of 2008 resulting in net cash proceeds

of $1522 billion In May 2008 Eaton issued $300 of 4.9% notes due in 2013 and $450

of 5.6% notes due in 2018 The cash proceeds from the sale of the Common Shares and

from the issuance of the notes were used to repay borrowings incurred to fund the

the $10 bilfion revoMng credit agreement Subsequentiyjn May 2008 Eaton term

nated the $3.0 billion
revolving

credit agreement

2008 2007

147

15 15

250

281 281

300 300

12 12

300

100 100

250 250

25 25

450

110

38 38

100 100

66 66

145 145

72 72

200 200

150

72

240

257

3459

269

$3190

150

72

240

99

2592

160

$2432
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In May 2008 Eaton entered into new $500 revolving credit facility The facility replaced

the existing $300 facility that expired in May 2008 The facility increased Eatons

United States long-term revolving credit facilities with banks to $1.7 billion of which

$700 expire in 2010 $500 in 2011 and $500 in 2013 These revolving credit facilities

support Eatons commercial paper borrowings There were no borrowings outstanding

under these revolving credit facilities at December 312008

The $281 Floating
Hate Senior Note due 2010 was issued by subsidiary of Eaton

in order to refinance short-term borrowings related to the acquisition of Argo-Tech

in 2007 As of December 312008 the Note is no longer secured by the assets of any

subsidiary and the Note does not restrict net assets of any subsidiary

Aggregate mandatory annual maturities of long-term debt for each of the next five

years are $269 in 2009 $281 in 2010 $0 in 2011 $312 in 2012 and $307 in 2013 Interest

paid was $206 in 2008 $204 in 2007 and $151 in 2006

Eaton has entered into fixed-to-floating interest rate swaps to manage interest rate

risk These interest rate swaps are accounted for as fair value hedges of certain

long-term debt The maturity of the swap corresponds with the maturity of the debt

instrument as noted in the table of long-term debt above summary of interest rate

swaps outstanding at December 31 2008 follows

Fixed Fixating

interent rate intarent rate Baxix tar cantracted

receixed paid fixating intareat rate paid

50 4.90% 3.32% month LIBDA0.73%

50 4.65% 2.48% 6monthLlBDR0.16%

325 5.60% 3.82% month LIBOR1 .22%

25 8.88% 6.17% 6monthLIBDR3.84%

25 7.63% 6.31% month LIBDR2.48%

50 7.65% 5.16% 6monthLlBO2.51%

25 5.45% 4.65% month LIBDRI-0.28%

The carrying values of short-term debt on the balance sheet approximated estimated

fair value Long-term debt and current portion of long-term debt had carrying value

of $3459 and fair value of $3427 at December31 2008 compared to $2592 and

$2661 at the end of 2007

Retirement Benefit Plans

Adoption of Statement of Financial Accounting Standards No.158

Dn December 312006 Eaton adopted SFAS No.158 EmployersAccounting for

Defined Benefit Pension and Other Postretirement Plans an amendment of FASB

Statements No BZ BB 106 and 132P.SFAS No.158 required employers to recognize

on their balance sheets the net amount by which pension and other postretirement

benefit plan liabilities are overfunded or underfunded with an offsetting adjustment

to Accumulated other comprehensive loss in Shareholders equity net of income tax

benefits As result of the
adoption

of SFAS No.158 at December 312006 Eaton recorded

non-cash charge in Accumulated other comprehensive loss in Shareholders equity

of $248 $163 after-tax for pension benefits and $238 $119 after-tax for other postre

tirement benefits as one-time adjustment to initially apply the new Statement

Retirement benefit plan funding requirements are got affected by the recording of these

charges The adoption of SFAS No.158 did not change the amounts recognized in the

income statement as net periodic benefit cost

In 2008 Eaton adopted the measurement date provision of SFAS No.158 which requires

measurement of the funded status of all pension and other postretirement benefit

plans to be as of the date of the year-end financial statements Previously the measure

ment date for Eatons pension and other postretirement benefit plans was November 30

As result of the change in measurement dates in the fourth
quarter

of 2008 Eaton

recorded charge to retained earnings of $19 for one month of costs $11 after-tax

related to pension benefits and other postretirement benefits with no corresponding

adjustment to net income

Retirement Benefit Plan Liabilities Assets

Eaton has defined benefit pension plans and other postretirement benefit plans

Components of plan obligations and assets and recorded liabilities and assets follow

Benefit obligation at the end of the year

Change in plan assets

Fair value of plan assets

at the beginning of the year

Actual return on plan assets

Employer contributions

Benefits paid

Foreign currency
translation

Business acquisitions

Other

Fair value of plan assets at the end of the year

Funded status

Contributions after measurement date

Amount recognized in the Consolidated

Balance Sheet

tther pnatretirement

Panama liabilitian liabilitien

2008 2007 2008 2007

$3D92 53125 859 8541

1371 1471 151 151

190 163 49 47

67 175 58

287 247 87 90

81 171

239 57 31

4191 l291 261

431

13288 3092 7791 859

2403 2173

6411 194

217 216 87 90

287 247 87 90

214 33

171 26

25

1674 2403

16141 6891 779 859

516141 682 779 854

Amounts recognized in the Consolidated Balance Sheet follow

Non-current assets 67 10

Current liabilities 311 11 76 82
Non-currentliabilities 16501 681 703 772

Amount recognized in the Consolidated

Balance Sheet 16 141 682 779 854

Amounts recognized in Accumulated other comprehensive loss follow

Ortrerpeatretirearenr

Pennian liabilitien liabilitien

2008 2007 2008 2007

Netactuarial loss $1410 764 159 232

Prior service cost credit 131

$1413 767 148 226

Changes in benefit obligation

Benefit obligation at the beginning of the year

Service cost

Interest cost

Actuarial gain

Benefits paid

Prescription drug subsidy received

Foreign currency
translation

Business acquisitions

Other

Nntianal

amnuat

interent raten at December 3r znnn

Other pantratirement

Pennian habilitrea liabilitien

2008 2007 2008 2007
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Changes in pension plan assets and benefit liabilities recognized in Accumulated other

comprehensive loss in Shareholders equityfollow

Accumulated other comprehensive loss at the beginning of the
year

767 $1074

Prior service cost arising during the
year 15

Net loss Igain arising during the year 772

Foreign currency translation 44

Less amounts included in costs during the year

Other

Accumulated other comprehensive loss at the end of the year

Changes in othur postretirement benefit liabilities recognized in Accumulated other

comprehensive loss in Shareholders equity follow

2008 2007

The estimated net loss and prior service cost for the defined benefit pension plans

that will be recognized from Accumulated other comprehensive loss into net periodic

benefit cost in 2009 are $90 and $1respectively

2008 2007

Projected benefit obligation 2.819 2309

Accumulated benefit
obligation 2663 2.182

Fair value of plan assets 1.168 1.642

United States pension plans represent 65% and 68% of benefit obligations at

December 31 2008 and 2007 respectively

The weighted-average pension plan asset allocations by asset category at

December 31 2008 and 2007 are as follows

Accumulated other cumprehensive loss at the beginning of the year 226 238

Prior service cost arising during the
year 81

Net gain arising during the year 58

Foreign currency translation 31

Less amounts included in costs during the year

Net change for the year

Accumulated other comprehensive loss at the end of the year

2008 2007

Equity securities 70% 80%

Debt securities 24% 18%

Other 6% 2%

100% 100%

Investment policies and strategies are developed on
country specific basis The United

States plan represents 59% of worldwide pension assets and its target allocation

is 85%
equity

securities and 15% debt securities and other including cash equivalents

The United Kingdom plan represents 33% of worldwide pension assets and its target

allocation is up to 64% equity securities with the remainder in debt securities

Assumptions used to

determine benefit

obligation at year-end

Discount rate 6.30% 6.00% 5.60% 6.29% 5.96% 5.39%

Rate of compensation

increase 3.50% 3.50% 3.50% 3.61% 3.68% 3.67%

Assumptions used to

determine cost

Discount rate 6.00% 5.60% 5.75% 5.98% 5.39% 5.51%

Expected long-term

return on plan assets 8.95% 8.75% 8.75% 8.44% 8.31% 8.35%

Rate of compensation

increase 3.50% 3.50% 3.50% 3.68% 3.67% 3.67%

The expected long-term rate of return on pension assets was determined separately

for each country and reflects long-term historical data taking into account each plans

target asset allocation

The components of pension benefit cost for continuing operations recorded in the

Statements of Consolidated Income follow

Service cost $11371 $1147 $1142

lnterestcust 190 1631 147

Expected return on plan assets 198 179 166

Amortization 49 74 67

178 2D5 190

Curtailment loss 11 10
Settlement loss ____ _J.il 411

Costs recorded in the Statements of Consolidated Income $214 $1247 $12411

2009 2008 2007 2006

UnitedStates $190 $115 $150 $100

Other 95 70 62

$271 $210 $220 $162

At December 312008 expected pension benefit payments for each of the next five

years and the five years thereafter in the aggregate are $230 in 2009 $237 in 2010

$251 in 2011 $266 in 2012 $277 in 2013 and $1608 in 2014-2018

The Company also has various defined-contribution benefit plans primarily consisting

of the Eaton Savings Plan in the United States Total contributions related to these

plans are charged to expense and were $64 in 2008 $59 in 2007 and $55 in 2006

Other Postretirement Benefit Plans

Assumptions used to determine other postretirement benefit obligations and cost follow

Assumptions used to determine cost

Discount rate 6.00% 5.60% 575%

Initial health care cost trend rate 8.30% 8.80% 9.60%

Ultimate health care cost trend rate 4.75% 4.75% 4.75%

Year ultimate health care cost trend rate is achieved 2015 2014 2014

Net change for the year

2008 2007 The total accumulated benefit obligation for all pension plans at December 312008 was

$3083 and at December 312007 was $2874 The components of
pension plans with an

accumulated benefit
obligation in excess of plan assets at December31 follow

11901

13

83 11151

648 13071

$1413 767

31

11 1111

801 121

146 $226

Pension Plans

Assumptions used to determine pension benefit obligations and costs follow

ended 5tates piano

2008 2007 2006 2008 2007 2006

Unaed5tuteo
Contributions to pension plans that Eaton expects to make in 2009 and made in 2008

Non-united 5tates piano

Iweighted-averugn

2007 and 2DD6 follow

zeea 2007 2006

Assumptions used to determine benefit

obligation at year-end

Discount rate 6.30% 6.00% 5.60%

Health care cost trend rate assumed for next year 8.25% 8.30% 8.80%

Ultimate health care cost trend rate 4.75% 4.75% 4.75%
2008 2007 2006

Year ultimate health care cost trend rate is achieved 2017 2015 2014
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The components of other postretirement
benefits cost for continuing operations recorded

in the Statements of Consolidated Income follow

2008 2007 2006

Service cost 15 15 $1171

Interest cost 49 47 45

Amortization 11 11 11

75 73 73

Curtailment loss

Costs recorded in the Statements of Consolidated Income $75 $73 $75

Estimated net loss and prior service cost credit for other postretirement benefit plans

that will be recognized from Accumulated other comprehensive loss into net periodic

benefit cost in 2009 are $6 and $2 respectively

Assumed health care cost trend rates may have significant effect on the amounts

reported for the health care plans Al-percentage point change in the assumed health

care cost trend rates would have the following
effects

1% Increase 1% Decrease

Effect on total service and

interest cost 12

Effect on other postretirement

liabilities 21 20

At December 312008 expected other postretirement benefit payments for each of

the next five years and the five years thereafter in the aggregate are $87 in 2009 $86

in 2010 $91 in 2011 $88 in 2012 $86 in 2013 and $364 in 2014-2018 The expected subsidy

receipts related to the Medicare Prescription Drug Improvement and Modernization

Act of 2003 which would reduce the other postretirement
benefit payments listed above

for each of the next five years and the five years thereafter in the aggregate are $9

in 2009 2010 and 2011 $10 in 2012 and 2013 and $50 in 2014-2018

Protection of the Environment

Eaton has established policies to ensure that its operations are conducted in keeping

with good corporate citizenship and with positive commitment to the protection

of the natural and workplace environments For example each manufacturing facility

has person responsible
for environmental health and safety EHS matters All of

the Companys manufacturing facilities are required to be certified to ISO 14001 an

international standard for environmental management systems The Company routinely

reviews EHS performance at each of its facilities and continuously strives to improve

pollution prevention at its facilities

As result of
past operations Eaton is involved in remedial response and voluntary

environmental remediation at number of sites including
certain of its currently-

owned or formerly-owned plants The Company has also been named potentially

responsible party PRP under the Federal Superfund law at number of waste dis

posal sites

number of factors affect the cost of environmental remediation including the number

of parties
involved at particular site the determination of the extent of contamination

the length of time the remediation may require the complexity of environmental

regulations and the continuing advancement of remediation technology Taking these

factors into account Eaton has estimated the costs of remediation which will be

incurred over period of several years The Company accrues an amount on an undis

counted basis consistent with the estimates of these costs when it is probable that

liability has been incurred The Consolidated Balance Sheet included liability for

these costs of $85 at December 31 2008 and $64 at December 312007

Based upon Eatons analysis and subject to the difficulty in estimating these future

costs the Company expects that any sum it may be required to pay in connection with

environmental matters is not reasonably likely to exceed the liability by an amount

that would have material adverse effect on its financial position results of
operations

or cash flows All of these estimates are forward-looking statements and given the

inherent uncertainties in evaluating environmental exposures actual results can

differ from these estimates

Contingencies

Eaton is subject to broad range of claims administrative proceedings and legal

proceedings such as lawsuits that relate to contractual allegations patent infringe

ment personal injuries including asbestos claims and employment-related matters

Although it is not possible to predict with certainty the outcome or cost of these

matters the Company believes that these matters will not have material adverse

effect on its financial position results of operations or cash flows

Shareholders Equity

There are 500 million Common Shares authorized $50 par
value per share 165.0

million of which were issued and outstanding at year-end 2008 At December 312008

there were 8548 holders of record of Common Shares Additionally 19987 current

and former employees were shareholders through participation in the Eaton Savings

Plan ESP Eaton Personal Investment Plan EPIP and Eaton Electrical de Puerto Rico

Inc Retirement Savings Plan

In the second
quarter

of 2008 Eaton sold 18.678 million of its Common Shares in

public offering resulting in net cash proceeds of $1 .522 billion The cash proceeds

from the sale of the Common Shares were used to repay borrowings incurred to fund

the acquisitions of Moeller and Phoenixtec and to repay commercial paper issued

under the backstop provided by $3.0 billion revolving credit agreement that Eaton

terminated in May2008

On January 22 2007 Eaton announced that it had authorized new 10 million Common

Shares repurchase program The shares are expected to be repurchased over time

depending on market conditions the market price of the Companys Common Shares

the Companys capital levels and other considerations The number of Common

Shares reperchased in the open market and total cost follows

5hares

reparchased csst

shares in sillionsl

1420 1002008

4.092 3402007

5.286 3862006

The number of stock options exercised and the resulting cash proceeds follows

5tsck sptisns cash

enercised prnceeds

lshares in nrillinnsl

1.240 472008

3.713 1412007

3.083 1082006

Eaton has plans that permit certain employees and directors to defer portion of their

compensation The Company has deposited $24 of Common Shares and marketable

securities into trust at December 3120DB to fund portion
of these liabilities The

marketable securities were included in Other assets and the Common Shares were

included in Shareholders equity at historical cost

Stock Options

Undervarious plans stock options have been granted to certain employees and directors

to purchase Common Shares at prices equal to fair market value on the date of grant

Substantially all of these options vest ratably during the three-year period following

the date of grant and expire 10 years from the date of grant Beginning in 2006 in

accordance with SEAS No 123R Share-Based Paymenfcompensation expense

is recorded for stock options and includes expense for all
options granted prior to

but not
yet

vested as of the end of 2005 and expense for options granted beginning

in 2006 based on the fair value of the options at the date of grant Expense is recog

nized on straight-line
basis over the period the employee or director is required

to provide service in exchange for the award
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The fair value of stock options granted was estimated using the Black-Scholes option

pricing model summary of the assumptions used in determining the tair value ot

options follows

Accumulated Other Comprehensive Income Loss

The components of Accumulated other comprehensive income Ilossl as reported in

the Consolidated Balance Sheet follow

Expected volatility

Expected option life in years

Expected dividend yield

Risk-free interest rate

Weighted-average fair value of

stock options granted

27%to22% 22% 25%

55

2.0% 2.0% 2.0%

3.6% to 1.7% 4.g% to 4.9% 4.3% to 5.0%

$16.59 $17.79 $16.80

Application of the Black-Scholes option pricing model involves assumptions that are

judgmental and affect compensation expense Historical information was the primary

basis for the selection of expected volatility expected option life and expected dividend

yield Expected volatility was based on the most recent historical period equal to

the expected life of the option The risk-free interest rate was based on yields
of U.S

Treasury zero-coupon issues with term equal to the expected life of the option on

the date the stock options were granted

summary of stock option activity
for 2008 follows

Opsiens

lshurex iii millions

Outstanding at January 2008 56.83 11.2

Granted 82.75 1.9

Exercised 39.68 11.2

Canceled 78.79 0.3

Outstanding at December3l2088 62.61 11.6 6.0 45

ExercisableatDecember3l2808 54.43 7.9 4.9 45

Reserved for future grants as December31 2008 2.6

The aggregate intrinsic value in the table above represents the total pretax difference

between the $49.71 closing price
of Eaton Common Shares on the last trading day

of 2008 over the exercise price of the stock option multiplied by the related number

of options outstanding and exercisable Under SFAS No 123R the aggregate intrinsic

value is not recorded for financial accounting purposes and the value changes based

on the daily changes in the fair market value of the Companys Common Shares

Information related to stock options follows

2088 2007 2006

Pretax expense for stock options
29 30 27

After-tax expense for stock options
20 21 20

Proceeds from stock options exercised 47 141 108

Income tax benefits related to stock options
exercised

Reported in operating activities

in statement of cash tows

Reported
in financing activities

in statement of cash tows 13 42 28

Intrinsic value of stock options
exercised 52 163 102

Totalfairvalueofstockoptionsvesting
31 31 29

As of December 312008 the total compensation expense not yet recognized related

to ooovested stock options was $39 and the weighted-average period in which the

expense is expected to be recognized is 1.5 years

2008 2007

Foreign currency
translation and related hedging instroments

net of income tax benefits of $77 in 2008 and $8 in 2007 15321 190

Deferred loss on cash flow hedges net of income tax benefits

of $16 in 2008 and $4 in 2007 29

Pensions net of income tax benefits of $501 in 2008

and $274 in 2801 1912 1493

Other postretirement benefits net of income tan benefits

of $81 in 2008 and $112 in 2007 65 1114

Accumulated usher comprehensive loss at the end of the year $11538 $1423

discussion of the adjustments related to pensions and other postretirement benefit

liabilities is included in the Retirement Benefit PIans Note above

Income Taxes

Income from continuing operations before income taxes is summarized below based

on the geographic location of the operation to which such earnings are attributable

Certain foreign operations are branches of Eaton and are therefore subject to United

States as well as foreign income tax regulations As result pretax income by loca

tion and the components of income tax expense by taxing jurisdiction are not directly

related For purposes of this note to the consolidated financial statements non-United

States operations include Puerto Rico

income from csssisuisn

sperusioss before income tones

2008 2007 2006

UnitedStates 118 52 150

Non-United States 1010 989 819

$1128 $1041 969

income tax eepenre

tsr csetinnisg operations

2008 2007 2006

Current

United States

Federal 36 13

StateIocal 19

Non-United States 219 140

259 158 13

Deferred

United Staten

Federal 1171 15 25

Statelocal 1291 2D 24

Change in state and local valuation allowance 1131

Non-United States

Local expense 1961 39 10

Change in valuation allowance 131

11861 14 59

$73 $82 $72

2008 2007 2006

weiuhsed

uxeruge

price per

spties

Weighted

unerage

remaining Aggregate

centructuai intrinsic

iiteinyeart euiae
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Reconciliations of income taxes from the United States Federal
statutory

rate to the

effective income tax rate for continuing operations follow

2008 2007 2006

Income taxes at the United States
statutory rate 35.0% 35.0% 35.0%

United States state local income taxes 0.3% 0.2% 1.6%

OtherUnitedStates-net
10.41% 11.51% 1.01%

Non-United States
operations earnings taxed

at other than United States tax rate 18.91% 20.31% 8.9%

Adjustments of worldwide tax liabilities and

valuation allowances
19.61% 5.5% 9.3%

6.4% 7.9% 7.4%

In 2008 2007 and 2006 Eaton recognized income tax benefits of $108 $57 and $90

respectively which represented adjustments to worldwide tax ljabilities and valuation

allowances The 2008 income tax benefits reduced the effective income tax rate for

2008 from 16.0% to 6.4% The 2008 benefits resulted from multiple income tax items

including benefit of $44 related to the consolidation of various legal entities and the

recognition of $25 of tax credits related to the transfer of operations from Massa Italy

The 2007 income tax benefits reduced the effective income tax rate for 2007 from

13.4% to 7.9% The 2007 income tax benefits resulted from multiple income tax items

Included in the tax benefits were $14 benefit from changes to state tax laws and

favorable revaluation of worldwide deferred tax assets The income tax benefits for

2006 reduced the effective income tax rate for 2006 from 16.7% to 7.4%

Accruals other adjustments

Ewployee benefits

Depreciation amortization

Other accruals
adjustments

Other items

United States Federal income tax

credit carryforwards

United States state local tax loss

carryforwards and tax credit

carryforwards

Non-United States tax loss

carryforwards

Not-United States income tax

credit
carryforwards

Valuation allowance

2008 2007

Lang-term Lang-term

cuwnt assets csrmrv assets

assess iiabihsies assets habilities

At the end of 2008 United States Federal income tax credit carryforwards of $122 were

available to reduce future Federal income tax liabilities These credits include $2 that

expire in 2017 $17 that expire in 2018 $51 that expire in 2025 through 2028 and $52

of which are not subject to expiration valuation allowance of $10 has been recorded

for these income tax credit carryforwards United States state and local tax loss car

ryforwards with future tax benefit of $60 are also available at the end of 2008 Their

expiration dates are $11 in 2009 through 2013 $9 in 2014 through 2018 $20 in 2019

through 2023 and $20 in 2024 through 2028 valuation allowance of $45 has been

recorded for these tax loss carryforwards There are also United States state and local

tax credit carryforwards with future tax benefit of $44 available at the end of 2008

Their
expiration dates are $10 in 2009 through 2013 $17 in 2014 through 2018 $8 in 2019

through 2023 and $9 in 2024 through 2028 valuation allowance of $31 has been

recorded for these tax credit carryforwards

At December 312008 certain non-United States subsidiaries had tax loss carryforwards

aggregating $740 that are available to offset future taxable income Carryforwards

of $203 expire at various dates from 2009 through 2028 and the balance has no expiration

date deferred tax asset of $206 has been recorded for these tax loss carryforwards

and valuation allowance of $171 has also been recorded for these tax loss carryforwards

Tax credits at non-United States subsidiaries of $52 were available to reduce future

income tax liabilities These credits include $3 that will expire in 2015 $41 that will

expire in 2016 and $8 that are not subject to limitation valuation allowance of $23

has been recorded for these income tax credits

With limited exceptions no provision has been made for income taxes on undistributed

earnings of non-United States subsidiaries of $4311 at December 312008 since it

is the Companys intention to
indefinitely reinvest undistributed earnings of its

foreign

subsidiaries It is not practicable to estimate the additional income taxes and applicable

foreign withholding taxes that would be payable on the remittance of such undistrib

uted earnings

Worldwide income tax payments were $185 in 2008 $141 in 2007 and $129 in 2006

Unrecognized Income Tex Benefits

Effective January 12007 Eaton adopted FASB Interpretation FIN No.48 Accounting

forlincertaintyin Income Taxes an interpretation of FASB Statement No 09
FIN No.48 clarifies the accounting for uncertainty in income taxes by establishing

minimum standards for the recognition and measurement of income tax positions

taken or expected to be taken in an income tax return FIN No.48 also changes the

dtsclosure standards for income taxes Eatons historical policy has been to enter

into tax planning strategies only if it is more likely than not that the benefit would be

sustajned upon audit For example the Company does not enter into any of the Inter

nal Revenue Service IRS Listed Transactions as set forth in Treasury Regulation

1.6011-4 The net income tax assets recognized under FIN No.48 at January 12007
did not differ from the net assets recognized before adoption and therefore the

Company did not record cumulative-effect adjustment related to the adoption

of FIN No.48

summary of gross unrecognized income tax assets follows

2008 2007

Unrecognized income tax assets at the beginning of the year 96 93

Increases and decreases as result of positions

taken during prior years

Transfers from to valuation allowances 21 10

Other increases 11

Other decreases including foreign currency translation 181 1261

Balances related to acquired businesses 30

Increases as result of positions taken during the current year 35 33

Decreases relating to settlements with tax authorities 181

Decreases as result of lapse of the applicable statute of limitations 113

Unrecognized income tax assets at the end of the year $139 $96

The resolution of the majority of the Companys unrecognized income tax assets is

dependent on uncontrollable factors such as law changes new case law the
willing

ness of the income tax authority to settle the issue including the timing thereof

and other factors Therefore for the
majority of unrecognized income tax assets it

is not reasonably possible to estimate the increase or decrease in the next 12 months

For each of the unrecognized income tax assets where it is possible to estimate the

increase or decrease in the balance within the next 12 months the Company does not

anticipate any significant change

The Company or its subsidiaries file income tax returns in the United States and foreign

jurisdictions The U.S Internal Revenue Service IRS is currently in the process of

conducting an examination of the Companys U.S income tax returns for 2005 and 2006

The Company is also under examination for the income tax filings in various state

and
foreign jurisdictions With only few exceptions the Company is no longer subject

to state and local income tax examinations for years before 2005 or foreign exami

nations for years before 2003 The Company does not anticipate any adjustments that

would result in material change in financial position

Significant components of current and long-term deferred income taxes follow

$85 $588

14611

224 100

101

75

96

$57 $821

31 692

185 100

51

122

104

206

52

280

$239 $428

If all of the gross unrecognized tax assets were recorded the net impact on the

82
effective income tax rate would be $118

The Company recognizes interest and penalties related to unrecognized income tax

55 assets in the
provision for income tax expense The Company has accrued penalties

181 2511 in jurisdictions where they are automatically applied to any deficiency regardless

$291 $274 of the merit of the position As of the adoption of FIN No.48 the Company had accrued

approximately $23 for the payment of interest and penalties and at year end 2007

$20 was accrued As of December 31 2008 the Company had accrued approximately

$38 for the payment of worldwide interest and penalties
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Other Information Financial Assets Liabilities Measured at Fair Value

Accounts Receivable ii Septenibei 2006 the FASB issued SEAS No.157 Fair Value Measurements This

Accounts receivable were net of an allowance for doubtful accounts of $38 at Decem-
Statement defines fair value for financial and non-financial assets and liabilities estab

ber 312008 and $23 at December 31 2007 lishes framework for measuring fair value and expands disclosures about fair value

measurements The guidance applies to other accounting pronouncements that req uire

Inventories
or permit fair value measurements In 2008 Eaton adopted the provisions of SEAS

No.157 for financial assets and liabilities and for non-financial assets recognized

or disclosed atfair value in the financial statements on recurring basis at leastannu

ally These primarily included short and long-term investments derivative financial

instruments assets related to defined benefit pension plans and financial assets and

liabilities related to acquired businesses The adoption of this Statement in 2t08

had an immaterial effect on Eatons consolidated financial position and results of

operations summary of financial assets and liabilities that were measured at fair

value at December 31 2008 follows

2008 2007

Raw materials 683 674

Work-in-process 285 384

Finished goods 702 533

Inventories at FIFO 1670 1591

Excess of FIFO ever LIFO cost 11161 108

$1554 $1483

2008 2007 2006

Balance at the beginning of the
year

$167 176 $157

Current year prevision 95 57 91

Businens acquisitions 13

Claims paid/satisfied 11081 173 1831

Other 121 10

Balanceattheendoftheyear $165 $167 $176

Cash 188 188

Short-term investments 342 342

Foreign currency
forward

enchangecontracts 10 10

Commodity contracts 1251 1251

Fixed-to-floating interest rate swaps 93 93

Lont-term debt cnnverted to toating

interest rates by interest rate swaps 1931 1931

$515 $530 1151

The estimated fair values of financial instruments were principally based on market

prices where such prices were available and where unavailable fair values were

estimated based on market prices of similar instruments including consideration of

the creditworthiness of the counterparties related to the instruments

In 2009 Eaton must adopt the provisions of SFAS No.157 for other non-financial assets

Rental expense of continuing operations was $173 in 2008 $133 in 2007 and $123 in 2006
and liabilities primarily goodwill intangible assets non-financial assets and liabilities

related to acquired businesses and impairment and restructuring activities The

Net Income per Common Share Company expects that this Statement will not have material effect en its consolidated

summary of the calculation of net income
per

Common Share assuming dilution and financial position or results of operations in 2009

basic follows

Business Segment Geographic Region Information

sharon in miflional

Income from
continuing operations

Income from discontinued operations

Net income

Average number of Common Shares

outstanding assuming dilution

Less dilutive effect of stock options

Average number of Common Shares

outstanding basic

Net income per Common Share assuming dilution

Continning operations

Discontinued operations

Net income per Common Share basic

Continuing operations

Discontinued operations

2008 2007 2006
Eaton Corporation is diversified power management company with 2008 sales of

$15.4 billion Eaton is global technology leader in electrical components and systems

$1055 959 897
for power quality

distribution and control hydraulics components systems and services

35 for industrial and mobile equipment aerospace fuel hydraulics and pneumatic sys

$1058 j- temsfor commercial and military use and truck and automotive drivetrain and power-

train systems for performance fuel economy and safety Eaton has approximately

75000 employees and sells products to customers in more than 150 countries

162.3 1503 152

In the first quarter of 2008 Eaton realigned its business segment financial reporting

structure The Fluid Power segment was realigned
into the Hydraulics segment and

the Aerospace segment The Electrical and Truck segments continued as individual

160.2 147.3 150.2
reporting segments and the automotive fluid connecters business was transferred

to the Automotive segment from Fluid Power Accordingly business segment infor

$6.50 $6.38 $5.87 mation for prior years has been restated cc conform to the current years preserita

.02 .24 .35 tion The realignment of the business segments did not affect net income forany of

jj jj the periods presented

$6.58 $6.51 $597

.02 .24 .35

$6.60 $6.75 $6.32

The components of inventories follow

Inventories at FIFO accounted for using the LIFO method were 43% and 42% at the end

of 2008 and 2007 respectively

Warranty Liabilities

summary of the current and long-term liabilities for warranties fellows

Fairaaiae rneasuromentasod

Orated nncea Orated pdcnn

in actien in actien

marketa tar inadrets tar Otbnr

identical airrriiar seabservabie

vecerded irstrarneetn inetcaments iepats

cairn Leeeit Leeei2 Leaei3l

Lease Commitments

Eaton leases certain real properties and equipment Minimum rental commitments

at December 31 2008 under noncancelable operating leases which expire at various

dates and in most cases contain renewal options for each of the next five years and

thereafter in the aggregate were $117 in 2009 $97 in 2010 $73 in 2011 $50 in 2012

$36 in 2013 and $54 thereafter

Assets of $1674 related to defined benefit pension plans were also measured at fait

value at December 31 2008
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Notes to Consolidated Financial Statements

Electrical

The Electrical segment is global leader in electrical control power distribution unin

terruptible power supply UPS systems and industrial automation products and ser

vices Products include circuit breakers switchgear UPS systems power distribution

units panelboards loadcenters motor controls meters sensors and relays The principal

markets torthe Electrical segment are industrial institutional government utility com

mercial residential IT mission critical and original equipment manutacturer customers

These products are used wherever there is demand tor electrical power in commercial

buildings data centers residences apartment and office buildings hospitals and

tactories These customers are generally concentrated in North America Europe and

Asia Pacific however sales are made globally Sales in the Electrical segment are made

directly and indirectlythrough distributors resellers and manutacturers representa

tives to these customers

Hydraulics

The Hydraulics segment isa worldwide leader in reliable high-etficiency hydraulic

components and systems tor use in mobile and industrial markets Eaton otters wide

range ot power products including pumps motors and hydraulic power units broad

range ot controls and sensing products including vulves cylinders and electronic con

trols tull range ot fluid conveyance products including industrial and hydraulic hose

fittings and assemblies thermoplastic hose and tubing couplings connectors and

assembly equipment filtration systems solutions heavy-duty drum and disc brakes

and golf grips The principal market segments tor Hydraulics include oil and gas renew

able energy marine agriculture construction mining forestry utility materiel han

dling truck and bus machine tool molding primary metals power generation and

entertainment Key manufacturers in these markets and other customers are located

globally and these products are sold and serviced through variety of channels

Aerospace

The Aerospace segment is leading global supplier to the commercial and military

aviation and aerospace industries Products include hydraulic power generation systems

for aerospace applications including pumps motors hydraulic power units hose

and fittings electro-hydraulic pumps and power and load management systems controls

and
sensing products including valves cylinders electronic controls electromechanical

actuators sensors displays and panels aircraft flap and slat systems and nose wheel

steering systems fluid conveyance products including hose thermoplastic tubing

fittings adapters couplings sealing and ducting and fuel systems including fuel pumps

sensors valves adapters and regulators The principal markets for the Aerospace

segment are manufacturers of commercial and military aircraft and related after-market

customers These manufacturers and other customers operate globally and these

products are sold and serviced through variety of channels

Truck

The Truck segment is leader in the design manufacture and marketing of complete

line of powertrain systems and components for commercial vehicles Products include

transmissions clutches and hybrid electric power systems The principal markets

for the Truck segment are original equipment manufacturers and after-market customers

of heavy- medium- and light-duty trucks and passenger cars These manufacturers

and other customers are located globally and most sales of these products are made

directly to these customers

Automotive

The Automotive segment is leading supplier of critical components that reduce emis

sions and fuel consumption and improve stability and performance of cars light trucks

and commercial vehicles Products include superchargers engine valves and valve

actuation systems cylinder heads locking and limited slip differentials transmission

controls engine controls fuel vapor components compressor control clutches for

mobile refrigeration fluid connectors and hoses for air conditioning and power steering

decorative spoilers underhood plastic components fluid conveyance products including

hose thermoplastic tubing fittings adapters couplings
and

sealing products to the

global automotive industry The principal markets for the Automotive segment are original

equipment manufacturers and aftermarket customers of
light-duty

trucks and passenger

cars These manufacturers and other customers are located globally and most sales

of these products are made directly to these customers

Other Information

No single customer represented more than 10% of net sales in 2008 2007 or 2006

Sales from United States operations to customers in foreign countries were $1153

in 2008 $986 in 2007 and $988 in 20068% of sales in 2008 2007 and 2006

The accounting policies of the business segments are generally the same as the policies

described under Accounting Policies above encept that inventories and related cost

of products sold of the segments are accounted for using the EIEO method and operating

profit only reflects the service cost component related to pensions and other postre

tirement benefits Intursegment sales and transfers are accounted for at the same prices

as if the sales and transfers were made to third parties

In accordance with SEAS No 131 Disclosures about Segments of an Enterprise and

Related Information for purposes of business segment performance measurement the

Company does not allocate to the business segments items that are of non-operating

nature or corporate organizational and functional enpenses of governance nature

Corporate enpenses consist of corporate office expenses including compensation

benefits occupancy depreciation and other administrative costs Identifiable assets

of the business segments enclude goodwill other intangible assets and general cor

porate assets which principally consist of cash short-term investments deferred income

taxes certain accounts receivable certain property plant and equipment and certain

other assets

Geographic Region Information

Net sales and segment operating profit are measured based on the geographic location

of the selling plant Long-lived assets consist of property plant and equipment-net

2008

United States

Canada

Europe

Latin America

Asia Pacific

Eliminations

2007

United States

Canada

Europe

Latin America

Asia Pacific

Eliminations

8775 $1136 $1136

428 80 21

4002 270 820

1455 160 250

1963 179 412

1247

$15376 $2639

8556 $1177 $1161

371 54 20

2624 166 592

1246 150 345

1144 121 215

908

$13033 $2333

8530 $1146 $1188

337 44 16

2313 65 579

1090 120 318

888 93 170

9261

$12232 $2271

2008 2007 2006

UnitedStates $45 $27 $23

Europe 22 20

LatinAmerica 12

Asia Pacific

$76 $64 $40

Seoment

speralino

Net raiee pratt

Leeg-heed

arrets

2008

United States

Canada

Europe

Latin America

Asia Pacific

Eliminations

Business segment operating profit was reduced by acquisition integration charges

as follows
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Business Segment Information 2008 2007 2006

Electricel 6.920 4759 4184

Hydraulics
2523 2391 2203

Aerospace
1811 1594 1295

Truck 2251 2147 2520

Automotive 1871 2142 2030

15376 13033 12232

tI11
Electrical 863 579 474

Hydraulics
285 265 221

Aerospace
283 233 182

Truck 315 357 448

Automotive 59 234 143

Amortization of intangible assets 161 79 51

Interest expense-net
157 147 105

Minority interesf 12 14 10

Pension other postretirement benefit expense 141 164 152

Stock option expense
29 30 27

Contribution to Eaton Charitable Fund 16

Other corporate expense-net
177 177 154

Income from continuing operations before income taxes 1128 1041 969

Income tases
73 82 72

Income from continuing operations 1055 959 897

Income from discontinued operations
35 53

iI flLJFi 1058 994 950

Business segment operating profit was reduced by acquisition integration charges as follows

Electrical 47 12

Hydraulics
12 11

Aerospace 20 39 12

Truck

Automotive

76 64 40

Electrical 3055 1960 1669

Hydraulics
1132 1192 1123

Aerospace 798 852 669

Truck 801 996 1015

Automotive
947 1145 1105

6733 6145 5581

Goodwill 5232 3982 3034

Other intangible assets 2518 1557 969

Corporate
2172 1746 1833

Totalassets 16655 13430 11417

In rnln1

Electrical 162 82 74

Hydraulics
54 56 83

Aerospace 23 39 25

Truck 69 62 66

Automotive 54 79 92

362 318 340

Corporate
86 36 20

448 354 360

Electrical 110 79 79

Hydraulics
59 62 63

Aerospace
27 26 24

Truck
89 84 77

Automotive 97 94 87

382 345 330

Cornorate 27 23 22

409 368 352
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Managements Discussion Analysis of Financial Condition Results of Operations

Millions of dollars unless indicated otherwise per share data assume dilution

Overview of the Company

Eaton Corporation is diversified power management company with 2008 sales

of $15.4 billion Eaton is global technology leader in electrical components and

systems for power quality distribution and control hydraulics components systems

and services for industrial and mobile equipment aerospace fuel hydraulics and

pneumatic systems for commercial and military use and truck and automotive drive-

train and powertrain systems for performance fuel economy and safety It has

approximately 75000 employees and sells products to customers in more than

150 countries

In the first quarter of 2008 Eaton realigned its business segment financial reporting

structure The Fluid Power segment was realigned into the Hydraulics segment

and the Aerospace segment The Electrical and Truck segments continued as

individual reporting segments and the automotive fluid connectors business was

transferred to the Automotive segment from Fluid Power Accordingly business

segment information for
prior years has been restated to conform to the current

years presentation The realignment of the segments did not affect net income

for any of the periods presented

The
principal markets for the Electrical segment are industrial institutional govern

ment utility commercial residential IT mission critical and original equipment

manufacturer customers These products are used wherever there is demand for

electrical power in commercial buildings data centers residences apartment and

office buildings hospitals and factories Customers are generally concentrated

in North America Europe and Asia Pacific however sales are made globally Sales

are made
directly and indirectly through distributors resellers and manufacturers

representatives to these customers

The
principal markets for the Hydraulics segment include oil and gas renewable

energy marine agriculture construction mining forestry utility material handling

truck and bus machine tools molding primary metals power generation and

entertainment Customers are located globally and products are sold and serviced

through variety of channels

The
principal markets for the Aerospace segment are manufacturers of commercial

and
military aircraft and related after-market customers Customers are located

globally and products are sold and serviced through variety of channels

The principal markets for the Truck and Automotive segments are original equipment

manufacturers and after-market customers of heavy- medium- and
light-duty

trucks and passenger cars Customers are located globally and most sales are made

directlyto these customers

HighlightsofResultsfor2008

Eaton reported record sales of $15.4 billion in 2008 which grew 18% over 2007 and

record net income of $1.06 billion which rose 6% over 2007 Net income per Common

Share was $6.52 1% decline from 2007
reflecting higher number of average

Common Shares outstanding in 2008 compared to 2007 Results for 2008 improved

over 2007 despite the negative effect on Eatons end markets of the turmoil in

the world credit markets in 2008 and weaker than expected conditions in end markets

that fell sharply in the fourth quarter of 2008

The growth in financial results in 2008 was due in part to Eatons improved business

and geographic balance which allowed Eaton to grow despite downturns in certain

end markets especially
in the fourth quarter of 2008 Eaton achieved fundamental

repositioning of the business in 2008 as seen by the fact that in the second half

of 2008 the Electrical Hydraulics and Aerospace businesses earned almost 90%

of business segment operating profits During 2008 sales and operating profits for

the Electrical Hydraulics and Aerospace segments all increased compared to 2007

and were new all-time records and operating margins for Electrical and Hydraulics

in 2008 were also new records Sales of the Truck segment increased in 2008

compared to 2007 while operating profit for this segment fell 12% in 2008 from 2007

The reduction in operating profit was primarily due to operating inefficiencies

related to the
inability

to absorb fixed manufacturing costs resulting from volatility

in end markets in 2008 Sales of the Automotive segment decreased 13% in 2008

from 2007 and operating profit fell 75% in 2008 due to declines in automotive unit

production in North American and European end markets especially
in the fourth

quarter of 2008 and expenses related to the
closing of plant in Massa Italy

announced in the fourth quarter of 2008

Continuing operations

Net sales

Gross profit

Percent of net sales

Income before income taxes

Income after income taxes

Income from discontinued operations

Net income

Net income per Common Share assuming dilution

Continuing operations

Discontinued operations

$15376 $13033 18%

4185 3651 15%

27.2% 28.0%

1128 1041 8%

1055 959 10%

35

1058 994 6%

6.50 6.38 2%

.02 .24

6.52 6.62 111%

Return on Shareholders equity 17% 22%

Sales growth of 18% in 2008 over 2007 consisted of 14% from acquisitions of

businesses 3% from organic growth and 1% from foreign exchange Acquisitions

of businesses were primarily The Moeller Group acquired in April 2008 Phoenixtec

acquired in February 2008 and the MOE small systems UPS business acquired

in October 2007 all of which are included in the Electrical segment along with the

Argo-Tech aerospace business acquired in March 2007 These acquisitions further

increased the proportion of Eatons sales outside of the United States Organic

growth included 2% from growth in end markets and 1% from outgrowing end markets

Gross profit increased 15% in 2008 over 2007 This increase was primarily due

to sales growth of 18% which included sales of acquired businesses the benefits

of integrating acquired businesses and continued productivity improvements

driven by the Eaton Business System EBS These increases in gross profit were

partially offset by the impact of
rising prices for raw materials supplies and other

commodities and expense of $27 related to the announced closing in the fourth

quarter of 2008 of the automotive engine valve lifters manufacturing plant in

Massa Italy

Net income in 2008 increased 6% over 2007 The increase was primarily due to

higher sales and the other factors that affected gross profit discussed above along

with lower income taxes These increases were partially offset by increases in

selling administrative research and development and interest expenses resulting

from the inclusions of Moeller and Phoenixtec and higher levels of expenses to

support sales from existing operations In addition $20 after-tax
gain on the sale

of the Mirror Controls business was included in income from discontinued operations

in 2007 that was not present in 2008 Net income per Common Share in 2008

decreased 1% from 2007 due to the factors that resulted in increased net income

discussed above offset by the increase in average shares outstanding resulting

from the sale of 18.678 million Common Shares in the second quarter of 2008

In 2008 Eaton acquired six businesses and entered into
joint venture in separate

transactions The Statements of Consolidated Income include the results of

these businesses from the effective dates of acquisition These acquisitions are

summarized below

On October 22008 Integ Holdings Limited the parent company of Integrated

Hydraulics Ltd U.K.-based manufacturer of screw-in
cartridge valves custom-

engineered hydraulic valves and manifold systems was acquired The business

had sales of $52 in 2007 and is included in the Hydraulics segment

Nittan Global Tech Co Ltd joint venture became operational on October

2008 The new joint venture will manage the
global design manufacture and

supply of engine valves and valve actuation products to Japanese and Korean

automobile and engine manufacturers In addition during the second half of

2008 several related manufacturing joint ventures were established

On July 31 2008 the Engine Valves Business of Kirloskar Oil Engines Ltd an

India-based designer manufacturer and distributor of intake and exhaust valves

for diesel and gasoline engines was acquired The business had sales of $5

in 2007 and is included in the Automotive segment

The following are highlights of 2008

Increase

2008 2007 lDecreasel
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On July 312008 PK Electronics Belgium-based distributor and service provider

of
single phase and three-phase uninterruptible power supply UPS systems

was acquired This business had sales of $9 for 2007 and is included in the

Electrical segment

On
April 42008 The Moeller Group Germany-based supplier of electrical

components for commercial and residential building applications and industrial

controls for industrial equipment applications was acquired The business

had sales of 1.02 billion in 2007 and is included in the Electrical segment

On March 31 2008 Balmen Electronic S.L Spain-based distributor and service

provider of
uninterruptible power supply UPS systems was acquired The

business had sales of $6 in 2007 and is included in the Electrical segment

On February 26 2008 Phoenixtec Power Company Ltd Taiwan-based manu

facturer of
single

and three-phase uninterruptible power supply UPS systems

was acquired The business had sales of $515 in 2007 and is included in the

Electrical segment

Net cash provided by operating activities was $1416 in 2008 an increase of $255

over $1161 of net cash provided by operating activities in 2007 The increase in

operating cash flows which demonstrated the strength of the mix of Eatons busi

nesses was primarily
due to higher net income of $64 $123 increase in non-cash

depreciation and amortization related to businesses acquired an increase of $66

in cash received from the termination of interest rate swaps and $9 in lower

working capital funding These increases were partially offset by the
year-over-year

changes in non-cash expense for deferred income taxes of $174 Strong cash flow

from operations allowed commercial paper to be reduced to $767 at the end of

2008 and allowed Eaton to end 2008 with cash and short-term investments that

totaled $530

Net working capital of $1050 at year-end 2008 compared to $1108 at year-end 2007

or net reduction of $58 The reduction in net working capital was primarily
due

to the net $116 decrease in cash and short-term investments and the $109 increase

in the current portion of long-term debt in 2008 These changes were partially

offset by the $87 increase in accounts receivable and the $71 increase in inventories

which primarily resulted from the acquisitions of Moeller and Phoenixtec The

current ratio was 1.28 at December 31 2008 almost the same as the ratio of 1.30

at year-end 2007

In February 2008 Eaton borrowed $250 under 364-day $3.0 billion revolving credit

agreement to partially
finance the

acquisition
of Phoenixtec In April 2008 Eaton

borrowed 33 billion under the
revolving

credit agreement to finance the acqui

sition of Moeller In order to refinance this debt Eaton sold 18.678 million of its

Common Shares in
public offering in the second quarter of 2008 resulting in net

cash proceeds of $1522 billion In May 2008 Eaton issued $300 of 4.9% notes due

in 2013 and $450 of 5.6% notes due in 2018 The cash proceeds from the sale of

the Common Shares and from the issuance of the notes were used to repay borrow

ings incurred to fund the acquisitions of Moeller and Phoenixtec and to repay

commercial paper issued under the backstop provided by the $3.0 billion revolving

credit agreement Subsequently in May 2008 Eaton terminated the $3.0 billion

revolving credit agreement

Total debt of $4271 at December 312008 increased $854 from $3417 at year-end 2007

The increase in total debt included the issuance of $860 of long-term notes and

$796 of commercial paper and other borrowings partially offset by the repayment

of $989 of notes commercial paper and other debt The increase in total debt

largely resulted from funding the
acquisitions

of Moeller Phoenixtec and other

businesses in 2008 for $2807 and borrowings to fund working capital and other

requirements offset by cash proceeds of $1522 from the sale of 18.678 million

Common Shares in the second quarter of 2008 The
net-debt-to-capital ratio was

37.2% at December 312008 compared to 34.9% at year-end 2007 reflecting the

combined effect
during 2008 of the $854 increase in total debt the $116 decrease

in cash and short-term investments and the $1145 increase in Shareholders equity

which
primarily resulted from the sale of Common Shares in the second quarter

and from net income of $1058 for 2008 partially offset by other items

On January 21 2008 Eaton increased the quarterly dividend on its Common

Shares by 16% from $43 per share to $50 per share effective for the February

2008 dividend

2008

Continuing operations

Netsales $15376 $13033 18%

Gross profit 4185 3651 15%

Percent of net sales 27.2% 28.0%

Income before income taxes 1128 1041 8%

Incomeafterincornetaxes 1055 959 10%

Income from discontinued operations 35

Net income $1058 $994 6%

Net income per Common Share assuming dilution

Continuing operations 6.50 6.38 2%

Discontinued operations .02 .24

6.52 6.62 111%

Sales growth of 18% in 2008 over 2007 consisted of 14% from acquisitions of

businesses 3% from organic growth and 1% from foreign exchange Acquisitions

of businesses were primarily The Moeller Group acquired in April 2008 Phoenixtec

acquired in February 2008 and the MGE small systems UPS business acquired

in October 2007 all of which are included in the Electrical segment along with

the Argo-Tech aerospace business acquired in March 2007 These acquisitions

further increased the proportion of Eatons sales outside of the United States

Organic growth included 2% from growth in end markets and 1% from outgrowing

end markets

Gross
profit

increased 15% in 2008 over 2007 This increase was primarily
due

to sales growth of 18% which included sales of acquired businesses the benefits

of integrating acquired businesses and continued productivity improvements

driven by the Eaton Business System EBS These increases in gross profit were

partially offset by the impact of rising prices
for raw materials supplies

and other

commodities and expense of $27 related to the announced closing in the fourth

quarter of 2008 of the automotive engine valve lifters manufacturing plant
in

Massa Italy

Results by Geographic Region

Net sales and segment operating profit are measured based on the geographic

location of the selling plant

Setment Operating

Net sales operating profit margin

Iecrease/

2000 2007 Increase 2000 20Q7 Decreatel 2000 2007

United States 8775 8556 3% $1136 1177 3% 12.9% 13.8%

Canada 428 371 15% 60 54 11% 14.0% 14.6%

Europe 4002 2624 53% 270 166 63% 6.7% 6.3%

LatinAmerica 1455 1246 17% 160 150 7% 11.0% 12.0%

Asia Pacific 1963 1144 72% 179 121 48% 9.1% 10.6%

Eliminations 1247 9081

$15376 $13033 18%

In the United States sales in 2008 increased 3% compared 002007 The increase

in sales was primarily due to growth in the Electrical Aerospace and Hydraulics

segments as well as the acquisitions in 2007 of Argo-Tech and other businesses

These increases were partially offset by reduced sales in the Automotive segment

due to the sharp decline in the North American automotive market during 2008

and reduced sales of the Truck segment The 3% decline in operating profit in the

United States reflected improved performance of the Electrical and Aerospace

segments due to sales growth from existing businesses and the benefits of inte

grating acquired businesses offset by reduced operating profit of the Automotive

and Truck segments due to reduced sales resulting from declines in end markets

Acquisition integration charges were $45 in 2008 compared to $27 in 2a07

Results of Operations2008 Compared to 2007

2007 Decrease
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Growth in Canada in 2008 of 15% in sales and 11% in operating profit was primarily

due to higher sales in the Electrical segment resulting
from growth in end markets

and from acquired businesses

Sales growth in Europe in 2008 of 53% was primarily
due to higher sales in the Elec

trical segment which was largely
due to the

acquisitions
of Moeller in 2008 and the

MGE small systems UPS business in 200Z as well as growth in end markets Sales

growth was also due to increased sales in the Aerospace Hydraulics Truck and

Automotive segments largely due to growth in end markets The 63% increase in

operating profit
in Europe was largely

due to higher operating profits
of the Electrical

segment resulting from the acquisitions of Moeller and MGE and sales growth from

enisting businesses This increase also reflected improved results of the Aerospace

and Hydraulics segments These increases in operating profits were partially offset

by reduced operating profits of the Truck and Automotive segments and expense

of $27 related to the announced closing in the fourth quarter of 2008 of the automntive

engine valve lifters manufacturing plant in Massa Italy Acquisition integration

charges were $22 in 2008 compared to $20 in 2007

In Latin America sales growth in 2008 of 17% was largely due to the Truck Electrical

and Hydraulics segments primarily due to growth in end markets The 7% increase

in operating profit in Latin America was attributable to higher sales in 2008 and

lower acquisition integration charges in 2008 compared to 2007 There were no

acquisition integration charges in 2008 compared to $12 in 2007

Growth in Asia Pacific in 2008 of 72% in sales and 4B% in operating profit was pri

marily due to the acquisition of the Phoenixtec electrical business in 2008 and

higher sales in the Electrical Hydraulics Automotive and Truck segments mainly

resulting from growth in end markets Acquisition integration charges were $9

in 2008 compared to $5 in 2007

Other Results of Operations

In 2008 and 2007 Eaton incurred charges related to the integration of acquired

businesses These charges which consisted of
plant

consolidations and integration

were expensed as incurred

Charges in 2008 related
primarily to the integration of the following acquisitions

in the Electrical segment Moeller Phoenixtec and the MOE small systems UPS

business in the Hydraulics segment Ronningen-Petter and Synflex in the Aerospace

segment Argo-Tech PerkinElmer and Cobham and in the Automotive segment

Saturn and the engine valve business of Kirloskar Oil Engines Ltd

Charges in 2007 related primarily to the integration of the following acquisitions

inthe Electrical segment the MOE small systems UPS business Schreder-Hazemeyer

Senyuan and Powerware in the Hydraulics segment Synfiex Hayward and

Walterscheid in the Aerospace segment Argo-Tech PerkinElmer and Cobham

and in the Automotive segment Saturn

summary of these charges follows

2008 2007

Electricul 47 12

Hydraulicn 12

Aerospace 20 39

Antornntive

Cnrporate

Pretax charges $77 $64

After-nun churgus 51 42

Per Common Share .31 .28

Acquisition integration charges in 2008 included $46 for the United States $22 for

Europe and $9 for Asia Pacific Charges in 2007 included $27 for the United States

$20 for Europe $12 for Latin America and $5 for Asia Pacific The acquisition inte

gration charges were included in the Statements of Consolidated Income in Cost

of products sold or Selling administrative expense as appropriate In Business

Segment Information the charges reduced Operating profit of the related segment

On October 20 2008 Eaton announced the closure of its automotive engine valve

lifters manufacturing plant in Massa Italy There were 350 employees affected

by the closure decision The action was taken to better align manufacturing capacity

with future
industry demand and to improve the competitive position of the valve

actuation business Aggregate pretax charges associated with this closure were

$2Z which were recognized in the fourth quarter of 2008 when management

approved this action These costs which consisted of charges of $17 for severance

$7 for the write-down of assets and $3 for other costs reduced operating profit

of the Automotive segment

In 2008 and 200Z Eaton recognized income tax benefits of $108 and $5Z uspee

tively which represented adjustments to worldwide tax liabilities and valuation

allowances The 2008 income tax benefits reduced the effective income tax rate

for 2008 from 16.0% to 6.4% The 2008 benefits resulted from multiple income tax

items including benefit of $44 related to the consolidation of various
legal

enti

ties and the recognition of $25 of tax credits related to the transfer of operations

from Massa Italy The 2007 income tax benefits reduced the effective income

tax rate for 2007 from 13.4% to 7.9% The 2007 income tax benefits resulted from

multiple income tax items Included in the tax benefits were $14 benefit from

changes to state tax laws and favorable revaluation of worldwide deferred tax

assets Further analysis regarding the change in the effective income tax rate

in 2008 compared to 2007 is found in Income Taxes in the Notes to the Consoli

dated Financial Statements

Net income in 2008 increased 6% over 2007 The increase was primarily
due to

higher
sales and the other factors that affected gross profit discussed above along

with lower income taxes These increases wore partially offset by increases in

selling administrative research and development and interest expenses resulting

from the inclusions of Moeller and Phoenixtec and higher levels of expenses to

support sales from
existing operations In addition $20 after-tax gain on the sale

of the Mirror Controls business was included in income from discontinued opera

tions in 2007 that was not present in 2008 Net income per Common Share in

2008 decreased 1% from 2007 due to the factors that resulted in increased net

income discussed above offset bythe increase in average shares outstanding

resulting from the sale of 18.678 million Common Shares in public offering in the

second quarter of 2008

Results by Business Segment

Electrical

2008 2007 Increase

Net sales 6920 4759 45%

Operating profit 863 579 49%

Operatingmargin 12.5% 12.2%

Sales of the Electrical segment reached record levels in 2008 The 45% increase

in sales over 2007 consisted of 37% from acquisitions of businesses primarily

Moeller Phoenixtec and the MOE small systems UPS business and 8% from organic

growth End markets for the Electrical segment grew about 4% during 2008

compared to 2007 with both U.S markets and non-U.S markets growing 4% during

the year However due to the economic downturn end markets for this business

grew only about 1% during the fourth quarter of 2008 slowdown from the 4%

growth in the third quarter and the rest of the year Nonresidential construction

spending in the United States held up well in 2008 but Eaton expects it to begin

to decline by the second quarter of 2009

Operating profit rose 49% in 2008 over 200Z and operating margin rose to 12.5%

both of which were records for this segment The increase in operating profit was

largely due to growth in sales results of acquired businesses and continued pro

ductivity improvements Operating profit was reduced by acquisition integration

charges of $47 in 2008 compared to charges of $12 in 200Z which reduced the

operating margin by 0.7% and 0.3% in 2008 and 2007 respectively Acquisition

integration charges in 2008 primarily related to Moeller Phoenixtec and the MOE
czm2II eictpme IP hiininoce rhnrnoe 7nn7 roItod en IA emoll eetome inc

ating margin for 2008 the increase in operating profit compared to the increase

in sales was 13% The operating margin for acquired businesses for 2008 was 14%
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New businesses acquired during 2008 in the Electrical segment include the following

On July 31 2008 PK Electronics Begium-based dstnbutor an.d service pro

vider of single phase and three-phase uninterruptible power supply UPS systems

was acquired This business had sales of $9 for 2007

On April 4.2008 The Moeller Group Germany-based business which is

leading supplier of electrical components for commercial and residential building

applications and industrial controls for industrial equipment applications was

acquired This business had sales of 1.02 billion for 2007

On March 31 2008 Balmen Electronic S.L Spain-based distributor and service

provider of uninterruptible power supply UPS systems was acquired This

business had sales of $6 for 2007

On February 26 2008 Phoenixtec Power Company Ltd Taiwan-based manu

facturer of single and three-phase uninterruptible power supply UPS systems

was acquired This business had sales of $515 for 2007

Hydraulics

2008 200 Increase

Net sales $2523 $2391 6%

Operating profit
285 265 8%

Operating margin 11.3% 11.1%

Sales of the Hydraulics segment reached record levels in 2008 The 6% increase

in sales consisted of 3% from foreign exchange 2% from organic growth and 1%

from acquisitions of businesses Global hydraulics end markets grew 2% in 2008

compared to 2007 with U.S markets up 1% and non-U.S markets up 3% However

global hydraulics
markets declined markedly in the fourth quarter of 2008 led by

steep production cutbacks by customers around the world During the fourth

quarter of 2008 hydraulics markets declined 8% compared to the same period

in 2007 with U.S markets down 9% and non-US markets down 8%

Operating profit rose 8% in 2008 over 2007 and operating margin increased to 11.3%

both of which were records for this segment The increase in operating profit was

due to growth in sales the benefits of integrating acquired businesses and an

overall improvement in operating efficiencies Operating profit was reduced by

acquisition integration charges of $6 in 2008 compared to charges of $12 in 2007

which reduced the operating margin by 02% and 05% in 2008 and 2007 respectively

Acquisition integration charges in 2008 primarily
related to Ronningen-Petter

and Synflex Charges in 2007 largely related to Synflex Hayward and Walterscheid

The incremental operating margin for 2008 was 15%

On October 22008 lnteg Holdings Limited the parent company of Integrated

Hydraulics Ltd U.K-based manufacturer of screw-in cartridge valves custom-

engineered hydraulic
valves and manifold systems was acquired The business

had sales of $52 in 2007

Aerospace

20418 2007 Increase

Netsales $1811 $1594 14%

Operating profit
283 233 21%

Operating margin 15.6% 14.6%

Sales of the Aerospace segment reached record levels in 2008 The 14% increase

in sales consisted of 13% from organic growth and 2% from acquisitions of busi

nesses partially offset by decrease of 1% from foreign exchange Aerospace end

markets in 2008 grew 3% Non-U.S markets grew 11% driven by strong deliveries

from Airbus while U.S markets were flat driven by decline in deliveries of new

aircraft from Boeing as result of strike at its manufacturing operations

Operating profit rose 21% in 2008 over 2007 and was record for this segment The

increase in operating profit was due to growth in sales the benefits of integrating

acquired businesses and an overall improvement in
operating

efficiencies Operating

profit was reduced by acquisition integration charges of $20 in 2008 compared to

charges of $39 in 200 which reduced the operating margin by 1.1% and 2.4% in 2008

and 2007 respectively Acquisition integration charges in 2008 and 2007 primarily
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result of the Boeing strike this segment earned 15.6% operating margin in 2008

The incremental operating margin for 2008 was 23%

Truck
Increase

2007 IDecreasel

Netsales $2251 $2147 5%

Operating profit
315 357 1121%

Operating margin 14.0% 16.6%

Sales of the Truck segment increased 5% in 2008 over 2007 The 5% increase in

sales consisted of 2% from organic growth and 3% from foreign exchange End

markets were up l% in 2008 over 200 with U.S markets down S% and non-U.S

markets up 9% Production of North American heavy-duty trucks in 2008 totaled

205000 units decrease of 3% from 2007 with particular weakness in the

fourth quarter

Operating profit
of $315 in 2008 was 12% lower than 2007 primarily due to operating

inefficiencies related to the inability to absorb fixed manufacturing costs resulting

from volatile end markets In spite of end markets for the Truck segment that per

formed unevenly in 2008 this segment achieved an operating margin of 140% in 2008

Automotive

7008 200 Decrease

Netsales $1871 $2142 1131%

Operating profit
59 234 751%

Operating margin
3.2% 10.9%

The 13% decrease in sales of the Automotive segment in 2008 from 2007 reflected

15% decrease in sales volume partially
offset by 2% increase from foreign

exchange In 2008 global automotive markets declined 7% compared to 200 with

U.S markets down 16% and non-U.S markets down 2% The North American markets

were weak throughout 2008 and Europe Brazil and China also weakened drama

tically during the year In addition the strike at major US automotive supplier was

not fully
resolved until very late in the second quarter of 2008 further reducing

automotive production in the U.S in 2008 Additionally due to the economic down

turn in the fourth quarter of 2008 automotive markets dropped sharply around

the world with automotive unit production in the fourth quarter declining by 24%

Operating profit decreased 75% in 2008 from 200 largely due to the decline in sales

volume and changes in product mix The sharp slowdown in end markets in 2008

as well as continued shifts in mix to smallervehicles in the U.S resulted in the inabil

ity of this business to absorb fixed manufacturing costs which severely impacted

operating profit
The sudden drop in sales volume during the fourth quarter of 2008

created significant
additional manufacturing inefficiencies and necessitated sig

nificant reductions in personnel In addition an action was taken in the fourth quarter

of 2008 to close the Massa Italy
valve actuation plant which resulted in charge

in the fourth quarter of $27 Operating profit was also reduced by acquisition inte

gration charges of $3 in 2008 as compared to $1 in 2007 which reduced operating

margin by 0.2% in 2008 and 0.1% in 2007 Acquisition integration charges in 2008

related to Saturn and the engine valve business of Kirloskar Oil Engines Ltd

Charges in 2007 related to Saturn

On October 12008 Nittan Global Tech Co Ltd joint venture became operational

The new joint venture will manage the global design manufacture and supply of

engine valves and valve actuation products to Japanese and Korean automobile and

engine manufacturers In addition during
the second half of 2008 several related

manufacturing joint ventures were established

On July 312008 the engine valves business of Kirloskar Oil Engines Ltd was acquired

This India-based company which had sales of $5 in 2007 designs manufacturers

and sells intake and exhaust valves for diesel and gasoline engines

Corporate

Amortization of
intangible

assets was $161 in 2008 an increase from $79 in 200

reflecting
amortization of intangible assets associated with recently acquired

businesses primarily the Moeller Phoenixtec and MOE small systems UPS elec

trical businesses

Interest expense was $15 in 2008 an increase from $147 in 2007 The increase was
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Moeller Phoenixtec MGE small systems UPS electrical businesses and Argo-Tech

nin
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Corporate pension other postretirement benefit expense was $141 in 2008

decrease from $164 in 2007 The decrease was primarily due to the effect of updated

actuarial assumptions

Liquidity Capital Resources Changes in Financial Condition

During 2008

Net cash provided by operating activities was $1416 in 2008 an increase of $255

over $1161 of net cash provided by operating activities in 2007 The increase in

operating cash flows which demonstrated the strength of the mix of Eatons

businesses was primarily due to higher net income of $64 $123 increase in non-

cash depreciation and amortization related to businesses acquired an increase

of $66 in cash received from the termination of interest rate swaps and $9 in lower

working capital funding These increases were partially offset by the year-over-

year change in non-cash expense for deferred income taxes of $174 Strong cash

flow from operations allowed commercial paper to be reduced to $767 at the end

of 2008 and allowed Eaton to end 2008 with cash and short-term investments

that totaled $530

Net working capital
of $1050 at year-end 2008 compared to $1108 at year-end 2007

or net reduction of $58 The reduction in net working capital was primarily due to

the net $116 decrease in cash and short-term investments and the $109 increase in

the current portion of long-term debt in 2008 These changes were partially offset by

the $8 increase in accounts receivable and the $71 increase in inventories which

primarily resulted from the acquisitions of Moeller and Phoenixtec The current ratio

was 1.28 at December 312008 almost the same as the ratio of 1.30 at year-end 200

Eaton monitors the third-party depository institutions that hold its cash and short-

term investments on daily basis Its emphasis is primarily on safety of
principal

and secondarily on maximizing yield on those funds Eaton diversifies its cash and

short-term investments among counterparties to minimize exposure to any one

of these entities Eaton also monitors the credit worthiness of its customers and

suppliers to mitigate any adverse impact on it

Capital expenditures for property plant and equipment were $448 an increase from

$354 in 2007 Capital expenditures for 2009 are expected to be $250 which would be

44% below capital expenditures made in 2008

In February 2008 Eaton borrowed $250 under 364-day $3.0 billion revolving credit

agreement to partially
finance the acquisition of Phoenixtec In April 2008 Eaton

borrowed 1.33 billion under the revolving credit agreement to finance the acqui

sition of Moeller In order to refinance this debt Eaton sold 18.678 million of its

Common Shares in
public offering

in the second quarter of 2008 resulting in net

cash proceeds of $1522 billion In May 2008 Eaton issued $300 of 4.9% notes due

in 2013 and $450 of 5.6% notes due in 2018 The cash proceeds from the sale of

the Common Shares and from the issuance of the notes were used to repay borrow

ings incurred to fund the acquisitions
of Moeller and Phoenixtec and to repay

commercial paper issued under the backstop provided by the $3.0 billion revolving

credit agreement Subsequently in May 2008 Eaton terminated the $3.0 billion

revolving credit agreement

Total debt of $4271 at December 312008 increased $854 from $3417 at year-end

2007 The increase in total debt included the issuance of $860 of long-term

notes and $796 of commercial paper and other borrowings partially
offset by

the repayment of $989 of notes commercial paper and other debt The increase

in total debt largely resulted from funding the acquisitions
of Moeller Phoenixtec

and other businesses in 2008 for $2807 and borrowings to fund working capital

and other requirements offset by cash proceeds of $1522 from the sale of 18.678

million Common Shares in the second quarter of 2008 The
net-debt-to-capital

ratio was 37.2% at December 31 2008 compared to 34.9% at year-end 200

reflecting
the combined effect during 2008 of the $854 increase in total debt the

$116 decrease in cash and short-term investments and the $1145 increase

in Shareholders equity which resulted
principally

from the sale of Common Shares

in the second quarter and from net income of $1058 for 2008 partially offset by

other items Aggregate mandatory annual maturities of long-term debt for each of

the next fiveyears are $269 in 2009 $281 in 2010 $0 in 2011 $312 in 2012 and $307

in 2013 As of December 312008 Eaton had no debt agreements that resulted in any

material restriction on the net assets of any of its subsidiaries

In May 2008 Eaton entered into new $500 revolving credit facility This facility

replaced
two existing facilities totaling $300 that expired in May 2008 The new facility

increases Eatons United States long-term revolving credit facilities with banks to

$1.7 billion of which $700 expire in 2010 $500 in 2011 and $500 in 2013 These revolving

credit facilities support Eatons commercial paper borrowings There were no

borrowings outstanding under these revolving credit facilities at December 312008

Eaton also had short-term lines of credit of $437 at December 31 2008

Eatons ability to access the commercial paper market and the related cost of these

borrowings is due to the strength of its credit rating and overall market conditions

To date Eaton has not experienced any material limitations on its ability to access

these sources of
liquidity

Eaton maintains $1.7 billion of long-term revolving credit

facilities with banks in support of its commercial paper program as discussed above

It has no direct borrowings outstanding under these credit facilities

On January 30 2009 Standard Poors lowered their credit
rating

for the Company

by one notch from A/A-i/Negative to A-/A-2/Stable long-term rating/short-term

rating/outlook Standard Poors
rating

action was based on their view that weak

end market conditions would limit Eatons ability to return to credit metrics con

sistent with Standard Poors target levels for an A/A-i rating
in the near term

Eaton maintains an A2/P-1/Negative rating at Moodys and an A/F-i/Negative rating

at Fitch the two other credit rating agencies that rate the Company On December 31

2008 Moodys issued report maintaining their rating of the Company Fitch last

reported on the Company specifically on August 142008 at the
rating

noted earlier

$281 Floating Rate Senior Note due 2010 was issued in 2007 by subsidiary
of

Eaton in order to refinance short-term borrowings related to the acquisition of

Argo-Tech in 2007 As of December 312008 the Note is no longer secured by the

assets of any subsidiary and the Note does not restrict net assets of any subsidiary

Financial instruments used by Eaton are straightforward non-leveraged instruments

The counterparties to these instruments are financial institutions with strong credit

ratings Eaton maintains controls over the size of positions entered into with any

one counterparty and
regularly

monitors the credit rating of these institutions

On January 222007 Eaton announced it had authorized 10 million Common Shares

repurchase program The shares are expected to be repurchased overtime depend

ing on market conditions the market
price

of the Companys Common Shares the

Companys capital levels and other considerations Under the share repurchase

program 1.4 million shares were repurchased in 2008 in the open market at total

cost of $100 and 4.1 million shares were repurchased in 200 at total cost of $340

On January 21 2008 Eaton increased the
quarterly

dividend on its Common Shares

by 16% from $43 per share to $50 per share effective for the February 2008 dividend

In September 2006 the FASB issued SFAS No.157 Fair Value Measurements.This

Statementdefinesfairvalueforfinancial and non-financial assetsand liabilities

establishes framework for measuring fairvalue and expands disclosures about

fair value measurements The guidance applies to other accounting pronouncements

that require or permit fair value measurements In 2008 Eaton adopted the provisions

of SFAS No 15 for financial assets and liabilities and for non-financial assets

recognized or disclosed at fair value in the financial statements on recurring
basis

at least annually These financial assets and liabilities primarily included short

and long-term investments derivative financial instruments assets related to

defined benefit pension plans and financial assets and liabilities related to acquired

businesses The adoption of this Statement in 2008 had an immaterial effect on

Eatons consolidated financial position and results of operations

Outlook For 2009

Eatons end markets continued to decline during early 2009 Eaton expects its

end markets in 2009 to decline through the second and possibly the third quarter

Eaton now expects its end markets to decline by between iO0Io and 11% compared

to 2008 It expects to outgrow the end markets in 2009 by approximately $300

of sales and also expects approximately $400 of sales growth from the full-year

impact of the six acquisitions completed in 2008 These increases are expected

to offset decline in foreign currencies of 6% As result sales in 2009 are now

anticipated to decline by 11% compared to 2008

Eaton took significant employee reduction actions in 2008 in anticipation
of the

severe economic downturn and in January 2009 it took further action The employee

reductions in 2008 and 2009 total approximately 10% of the full-time workforce Net

of $110 of severance costs to be incurred in the first quarter of 2009 Eaton antici

pates year-over-year pretax earnings increase in 2009 of $165 from these actions In

2010 Eaton expects an additional
year-over-year

increase in
pretax earnings of $125
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Other cost reduction actions being implemented across the company to deal with

the further decline of Eatons end markets include freezing wages where possible

and reduction of certain benefits provided to employees In addition there will

be further savings from ongoing acquisition integration
activities in 2009 Eaton

anticipates the savings from the two largest acquisitions Moeller and Phoenixtec

to add $0.30
per

share to 2009 after-tax earnings

Looking at the first quarter of 2009 Eaton expects that sales will be impacted by

plant shutdowns implemented by many of its hydraulics truck and automotive

customers late in the fourth quarter of 2008 which in many cases are extending

into the middle of the first quarter of 2009 These shutdowns will lower sales in

the first quarter of 2009 compared to the fourth quarter of 2008

Eaton will be changing business segment reporting
in 2009 dividing

the Electrical

business into two segments The segments will be based on geography with one

segment focused on the Americas and the other on the Rest of the World

For the Electrical Americas segment Eaton expects end markets to decline in 2009

by approximately 9% Nonresidential construction spending in the United States

held up well in the foerth quarter of 2008 but Eaton expects it to begin to decline

by the second quarter of 2009

Forthe Electrical Rest of World segment Eaton expects end markets to decline byl%

For the Hydraulics segment in 2009 Eaton anticipates sharp contraction in markets

with global end markets down approximately 18% Markets in the U.S are expected

to decline by 21% and non-U.S markets are expected to decline by 15%

For the Aerospace segment Eaton expects markets to decline in 2009 by approxi

mately 1% U.S markets are expected to grow by 1% driven by growth in defense

markets while non-US markets are expected to decline by 6%

For the Truck segment in 2009 Eaton expects its markets to decline by 20% Its

U.S markets are expected to decline by 22% North American heavy-duty truck

production is expected to be between 145000 and 150000 units as the economic

downturn and lack of financing will limit the desire of truck buyers to purchase

additional trucks in advance of the emissions law change on January 12010 Non-

U.S markets are expected to decline by 18% in 2009

For the Automotive segment Eaton expects that global automotive production

will
likely drop by approximately 16% compared to 2008 Overall 2009 production

levels are likely to be broadly similar to the volume levels experienced during the

fourth quarter of 2008

Forward-looking Statements

This Annual Report to Shareholders contains forward-looking statements con

cerning Eatons first quarter 2009 and full year 2009 full year 2009 sales worldwide

end markets growth in relation to end markets growth from acquisitions the

benefits due to employee reduction actions and estimated savings from acquisi

tion integration These statements or disclosures may discuss goals intentions

and expectations as to future trends plans events results of operations or financial

condition or state other information relating to Eaton based on current beliefs

of management as well as assumptions made by and information currently available

to management Forward-looking statements generally will be accompanied

by words such as anticipate believe could estimate expect forecast

guidance intend may possible potential predict project or other

similar words phrases or expressions These statements should be used with

caution and are subject
to various risks and uncertainties many of which are out

side of Eatons control The following factors could cause actual results to differ

materially from those in the forward-looking statements unanticipated changes

in the markets for Eatons business segments unanticipated downturns in business

relationships
with customers or their purchases from Eaton competitive pres

sures on sales and
pricing

increases in the cost of material and other production

costs or unexpected costs that cannot be recouped in product pricing the intro

duction of competing technologies unexpected technical or marketing difficulties

unexpected claims charges litigation or dispute resolutions the impact of acqui

sitions and divestitures unanticipated difficulties
integrating acquisitions new

laws and governmental regulations interest rate changes changes in currency

exchange rates stock market fluctuations and unanticipated deterioration of
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does not assume any obligation to update these forward-looking statements

Critical Accounting Policies

TI nncrnntinnnffnnnpi etntnmnntc in rnnfnrrnit th rrnintinn nrnrn Ian

iiiUIJIi.FJUIULiUiiUPiIUIWUi UiViiLIWVIL .Ji
generally accepted in the United States requires Eatons management to make

estimates and use assumptions in certain circumstances that affect amounts reported

in the accompanying consolidated financial statements In preparing these finan

cial statements management has made their best estimates and judgments of

certain amounts included in the financial statements giving due consideratien to

materiality For any estimate or assumption there may be other reasonable estimates

or assumptions that could have been used However the Company believes that

given the current facts and circumstances it is unlikely that applying such other

estimates and assumptions would have caused materially different amounts to

haxe been reported Application of these accounting policies involves the exercise

of judgment and use of assumptions as to future uncertainties and as result

future actual results could differ from estimates used

Revenue Recognition

Sales are recognized when sales agreement is in place products have been shipped

to customers and title has transferred in accordance with shipping terms FOB ship

ping point FOB destination or equivalent International Commercial INCO Terms the

selling price is fixed and determinable and collectability is reasonably assured all

significant
related acts of performance have been completed and no other significant

uncertainties exist Shipping and handling costs billed to customers are included

in Net sales and the related costs in Cost of products sold Other revenues for service

contracts are generally recognized as the services are provided

Accounts Receivable

The Company performs ongoing credit evaluation of its customers and maintains

sufficient allowances for
potential

credit losses The Company evaluates the cal

lectability
of its accounts receivable based on the length of time the receivable

is past due and the anticipated future write-off based on historic experience Accounts

receivable balances are written off against allowance for doubtful accounts after

final determination of
uncollectibility

has been made

Impairment of Goodwill Other Long-Lived Assets

SFAS No.142 Goodwill and Other Intangible Assetsprovides that goodwill and

indefinite life intangible assets should be tested annually for impairment in accor

dance with the specified methodology Further goodwill and indefinite life intan

gible assets should be reviewed for impairment whenever events or changes in

circumstances indicate the carrying amount exceeds its fair value During 2008

Eaton completed annual impairment tests for goodwill and indefinite life intangible

assets as of July 2009 as required by SFAS No 142 In addition based on changes

in the global economic environment in second half of 2008 goodwill and indefinite

life intangible assets were also tested for impairment in the fourth quarter of 2tt8

These tests confirmed that the fair value of Eatons reporting units and indefinite

life
intangible

assets exceed their respective carrying values and that no impairment

loss was required to be recognized

Goodwill is tested for impairment at the reporting unit level and is based on the

net assets for each unit including goodwill and intangible assets discounted

cash flow model is used to estimate fair value The model requires the exercise

of
significant judgments including judgments about appropriate discount rates

perpetual growth rates and the timing of expected future cash flows Discount

rate assumptions are based on an assessment of the risk inherent in the future

cash flows of the respective reporting
unit

Goodwill and other intangible assets totaled $7.8 billion at the end of 2008 and

represented 47% of total assets These assets resulted
primarily

from the $2.1 billion

1.33 billion acquisition in 2009 of The Moeller Group leading supplier
of elec

trical components the $587 acquisition
in 2009 of Phoenixtec manufacturer

of aninterruptible power supply UPS electrical systems the $614 acquisition
in

20g7 of the MGE small systems UPS electrical business the $731 acquisition
in 2t07

of Argo-Tech manufacturer of aerospace airframe and ground fueling pumps

and systems for commercial and
military aerospace markets the $573 acquisition

in 2004 of Powerware Corporation the electrical UPS business the $1.6 billion

acquisition in 1999 of Aeroquip-Vickers Inc mobile and industrial
hydraulics

bushiess and the $1 .1 bilbon acquisition
in 1994 of the electrical distribution and
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These businesses as well as many of the Companys other recent business acquisi

tions have long history of operating successfully and profitably and hold
signifi

cant market
positions in the

majority of their product lines Their products are not

subject to rapid technological or functional obsolescence These factors coupled

with continuous strong product demand support the recorded values of the good

will and intangible assets related to acquired businesses

Long-lived assets other than goodwill and indefinite life intangible assets are

reviewed for impairment whenever events or changes in circumstances indicate

the
carrying amount may not be recoverable Events or circumstances that would

result in an impairment review primarily include operations reporting losses

significant adverse change in the use of an asset the planned disposal or sale

of the asset significant adverse change in the business climate or legal factors

related to the asset or significant decrease in the estimated fair value of an

asset The asset would be considered impaired when the estimated future net

undiscounted cash flows generated by the asset are less than its carrying value

An impairment loss would be recognized based on the amount by which the

carrying value of the asset exceeds its fair value

Income Tax Assets Liabilities

Deferred income tax assets and liabilities have been recorded for the differences

between the financial accounting and income tax basis of assets and liabilities

and for certain United States and non-United States tax loss carryforwards and

income tax credit carryforwards Recorded deferred income tax assets and liabilities

are described in detail in Income Taxes in the Notes to the Consolidated Finan

cial Statements Significant factors considered by management in the determination

of the probability of the realization of deferred tax assets include historical oper

ating results expectations of future earnings and taxable income and the extended

period of time over which certain temporary differences will reverse valuation

allowance of $280 has been recognized for certain deferred income tax assets at

December 312008 because management believes there is low probability of

the realization of deferred income tax assets related to certain United States

Federal income tax credit carryforwards and tax loss carryforwards most United

States state and local income tax loss carryforwards and income tax credit
carry-

forwards and most non-United States tax loss carryforwards and income tax

credit carryforwards

Pension Other Postretirement Benefit Plans

The measurement of liabilities related to pension plans and other postretirement

benefit plans is based on managements assumptions related to future events

including interest rates return on pension plan assets rate of compensation

increases and health care cost trend rates Actual pension plan asset performance

will either reduce or increase pension losses included in accumulated other com

prehensive loss which ultimately affects net income

The discount rate for United States plans was determined by constructing zero-

coupon spot yield curve derived from universe of
high-quality bonds as of the

measurement date which was designed to match the discounted expected benefit

payments Those bonds rated Aa3 or better by Moodys Investor Services were

included Callable bonds with
explicit call schedules were excluded and bonds

with make-whole call provisions were included Finally subset of bonds was

selected by grouping the universe of bonds by duration and retaining 50% of the

bonds that had the highest yields

The discount rates for non-United States plans are appropriate for each region

and are based on high quality long-term corporate and government bonds Consid

eration has been given to the duration of the liabilities in eaŁh plan for selecting

the bonds to be used in determining the discount rate

Key assumptions used to calculate pension and other postretirement benefits

expense are adjusted at each year-end Al-percentage point change in the assumed

rate of return on pension plan assets is estimated to have approximately $23

effect on pension expense Likewise 1-percentage point change in the discount

rate is estimated to have approximately $33 effect on pension expense

1-percentage point change in the discount rate is estimated to have approximately

$2 effect on expense for other postretirement benefit plans Additional information

related to changes in key assumptions used to recognize expense for other post-

retirement benefit plans is found in Retirement Benefit Plans in the Notes to the

Consolidated Financial Statements

Stock Options Granted to Employees Directors

Application of the Black-Scholes option pricing model involves assumptions that

are judgmental and affect compensation expense Historical information was the

primary basis forthe selection of expected volatility expected option life and

expected dividend yield Expected volatility was based on the most recent historical

period equal to the expected life of the option The risk-free interest rate was

based on yields of U.S Treasury zero-coupon issues with term equal to the

expected life of the option on the date the stock options were granted

Fair value

In September 2006 the FA5B issued SFAS No 157 Fair Value Measurements

This Statement defines fairvalue for financial and non-financial assets and liabilities

establishes framework for measuring fair value and expands disclosures about

fair value measurements The guidance applies to other accounting pronouncements

that require or permit fair value measurements In 2008 Eaton adopted the provisions

of SFAS No 157 for financial assets and liabilities and for non-financial assets

recognized or disclosed at fair value in the financial statements on recurring basis

at least annually These financial assets and liabilities primarily include short

and long-term investments derivative financial instruments assets related to

defined benefit pension plans and financial assets and liabilities related to acquired

businesses The adoption of this Statement in 2008 had an immaterial effect on

Eatons consolidated financial
position and results of operations

In 2009 Eaton must adopt the
provisions of SFAS No.157 for other non-financial

assets and liabilities primarily goodwill intangible assets non-financial assets

and liabilities related to acquired businesses and impairment and restructuring

activities In 2009 this Statement is not expected to have material effect on

Eatons consolidated financial
position or results of operations

In determining fairvalue Eaton uses various valuation techniques and prioritizes

the use of observable inputs The availability of observable inputs varies from

instrument to instrument and depends on variety of factors including the type of

instrument whether the instrument is actively traded and other characteristics

specific to the instrument Eaton assesses the inputs used to measure fair value

using three-tier hierarchy based on the extent to which inputs used in measuring

fair value are observable in the market Level inputs include quoted prices
in

active markets for identical instruments Level inputs include quoted prices
in

active markets for similar instruments Level inputs are not observable in the

market and include managements judgments about the assumptions market par

ticipants would use in the pricing the asset or liability however Eaton does not

currently have any instruments valued with Level inputs The use of
inputs is

reflected in the hierarchy assessment disclosed in the Financial Assets Liabilities

Measured at Fair Value in the Notes to the Consolidated Financial Statements

Eatons fair value processes include controls that are designed to ensure that fair

values are appropriate Such controls include model valuation review of key inputs

analysis of fluctuations between periods and reviews by senior management

Protection of the Environment

As result of past operations Eaton is involved in remedial response and voluntary

environmental remediation at number of sites including
certain of its currently-

owned or formerly-owned plants The Company has also been named potentially

responsible partyPRPunderthe Federal Superfund lawata numberof waste

disposal sites

number of factors affect the cost of environmental remediation including the

number of parties involved at
particular site the determination of the extent of

contamination the
length

of time the remediation may require the complexity of

environmental regulations and the
continuing advancement of remediation tech

nology Taking these factors into account Eaton has estimated the costs of remedi

ation which will be incurred over period of several years The Company accrues

an amount on an undiscounted basis consistent with the estimates of these costs

when it is probable that liability has been incurred At December 31 2008 the

balance sheet included
liability

for these costs of $85 All of these estimates are

forward-looking statements and given the inherent uncertainties in evaluating

environmental exposures actual results can differ from these estimates
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Contingencies

Eaton is subject to broad range of claims administrative proceedings and lega

proceedings such as lawsuits that relate to contractual
allegations patent infringe

ment personal iniuries including asbestos claims and employment-related matters

Although it is not possible to predict with
certainty

the outcome or cost of these

matters the Company believes that these matters will not have material adverse

effect on its financial position results of operations or cash flows

Off-Balance Sheet Arrangements

Eaton does not have off-balance sheet arrangements or financings with uncon

solidated entities or other persons In the ordinary course of business the Company

leases certain real properties and equipment as described in Lease Commit

ments in the Notes to the Consolidated Financial Statements Transactions with

related parties are in the ordinary course of business are conducted on an arms-

length basis and are not material to Eatons financial position results of operations

or cash flows

Market Risk Disclosure

The Company is exposed to various changes in financial market conditions includ

ing fluctuations in interest rates foreign currency exchange rates and commodity

prices Eaton manages exposure to such risks through normal operating and

financing activities

Financial instruments used by Eaton are straightforward non-leveraged instruments

The counterparties to these instruments are financial institutions with strong credit

ratings Eaton maintains control overthe size of
positions entered into with any

one counterparty and regularly monitors the credit
rating

of these institutions

Eaton monitors the third-party depository institutions that hold its cash and short-

term investments on daily basis Its emphasis is primarily on safety of principal

and secondarily on maximizing yield on those funds Eaton diversifies its cash and

short-term investments among counterparties to minimize exposure to any one

of these entities Eaton also monitors the creditworthiness of its customers and

suppliers to mitigate any adverse impact on Eaton

Eatons
ability to access the commercial paper market and the related cost of

these borrowings is related to the strength of its credit rating and overall market

conditions To date Eaton has not experienced any material limitations in its ability

to access these sources of liquidity At December 31 2008 Eaton had $1.7 billion

of long-term revolving credit facilities with banks in support of its commercial paper

program as discussed above It has no direct borrowings outstanding under

these credit facilities

Interest rate risk can be measured by calculating the near-term earnings impact

that would result from adverse changes in interest rates This exposure results

from short-term debt which includes commercial paper at floating interest rate

long-term debt that has been swapped to floating rates and money market invest

ments that have not been swapped to fixed rates 100 basis point increase in

short-term interest rates would increase the Companys net pretax interest expense

by approximately $13

Eaton also measures interest rate risk by estimating the net amount by which the

fair value of the Companys financial liabilities would change as result of move

ments in interest rates Based on Eatons best estimate for hypothetical immediate

gg basis point decrease in interest rates at December 31 213118 the market value

of the Companys debt and interest rate swap portfolio in aggregate would

increase by $125

Foreign currency risk is the risk that Eaton will incur economic losses due to adverse

changes in foreign currency exchange rates The Company mitigates foreign cur

rency risk by funding some investments in
foreign markets through local currency

financings Such non-U.S Dollar debt was $163 at December 31 21308 To augment
Eatons non-U.S Dollar debt portfolio the Company also enters into forward foreign

exchange contracts and foreign currency swaps from time to time to mitigate

the risk of economic loss in its
foreign

investments due to adverse changes in

exchange rates At December 31 213138 the aggregate balance of such contracts

was $313 Eaton also monitors exposure to transactions denominated in curren

cies other than the functional currency of each country in which the Company

operates and regularly enters into forward contracts to mitigate that exposure

In the aggregate Eatons portfolio of forward contracts related to such transac

tions was not material to its financial position results of operations or cash flows

during 2lkl8

Dther than the above noted debt and financial derivative arrangements there were

no material derivative instrument transactions in place or undertaken
during 213118

Contractual Obligations

summary of contractual obligations as of December 31 21308 follows

Totai

Long-term debt 269 285 621 2284 3459

Interest
expense

related to

long-termdebt 170 316 278 1324 2088

Reduction of interest

expense from interest rate

swap agreements related

to long-term debt 122 153 49 1182 13061

gperating leases 117 170 86 54 427

Purchase obligations 547 120 60 34 761

nher
long-term

liabilities 286 28 27 65 406

1367 866 1023 3579 6835

Long-term debt includes obligations under capital leases which are not material

Interest expense related to long-term debt is based on the fixed interest rate

or other applicable interest rate related to the debt instrument at December 31 2008

The reduction of interest expense due to interest rate swap agreements related

to long-term debt is based on the difference in the fixed interest rate the Company

receives from the swap compared to the floating interest rate the Company pays

on the swap at December 31 2008 Purchase
obligations are entered into with

various vendors in the normal course of business These amounts include commit

ments for purchases of raw materials outstanding non-cancelable purchase orders

releases under blanket purchase orders and commitments under ongoing service

arrangements Dther long-term liabilities include $271 of contributions to pension

plans in 2009 and $126 of deferred compensation earned under various plans for

which the participants have elected to receive disbursement at later date The

table above does not include future expected pension benefit payments or expected

other postretirement benefit payments for each of the next five years and the

five years thereafter Information related to the amounts of these future payments

is described in Retirement Benefit PIans in the Notes to the Consolidated Financial

Statements The table above also excludes the liability for unrecognized income

tax benefits since the Company cannot predict with reasonable reliability the
timing

of cash settlements with the respective taxing authorities At December 312008

the gross liability for unrecognized income tax assets totaled $139 including

interest and penalties of $38

2nln 20t2

to to

2nns 2Ott 2ut3
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Managements Discussion Analysis of Financial Condition Results of Operations

Sales growth of 7% in 2007 over 2006 consisted of 3h from acquisitions of busi

nesses 3% from foreign exchange and 1% from organic growth Organic growth

included 2% from outgrowing end markets offset by 1/o% decline in end markets

principally due to the anticipated sharp reduction in North American commercial

truck production

Gross profit increased 11% in 2007 compared to 2006 and improved to 28.0% of net

sales up from 26.8% of net sales in 2006 These increases were primarily due to sales

growth of 7% benefits from the Excel 07 program benefits of integrating acquired

businesses continued productivity improvements driven by the Eaton Business Sys

tem EBS and net pretax costs of $154 in 2006 related to the Excel program The

Excel 07 program was series of actions taken in 2006 intended to address resource

levels and operating performance in businesses that underperformed in 2005 and

businesses that were expected to weaken during
second half 2006 and 2007 The

improvements in gross profit in 2007 were partially offset by higher prices paid for

certain raw materials supplies and basic metals and higher acquisition integration

charges of $64 in 200 compared to $40 in 2006 Overall business segment operating

margin in 2007 was record 12.8% with the Electrical Hydraulics and Aerospace

businesses representing 65% of overall segment operating profit

Results by Geographic Region

Net sales and segment operating profit are measured based on the geographic

location of the
selling plant

Segment Operating

Net tales operating profit margin

200 2006 Increase 2007 2006 Increase 2007 2006

$1177 $1146 3% 13.8% 13.4%

10% 54 44 23% 14.6% 13.1%

13% 166 65 155% 6.3% 2.8%

14% 150 120 25% 12.0% 11.0%

29% 121 93 30% 10.6% 10.5%

8556 8530

371 337

2624 2313

1246 1090

1144 888

9081 9261

$13033 $12232 7%

In the United States sales in 2007 were flat compared to 2006 Sales increases

in the Electrical Aerospace and Hydraulics segments in the U.S were due to growth

in end markets as well as the acquisitions of Argo-Tech and other businesses

This growth in sales was offset by reduced sales in the Truck segment due to

decline in the U.S commercial truck market The 3% increase in operating profit

reflected improved sales and performance in the Electrical Aerospace and Auto

motive segments partially offset by reduced operating profit of the Truck segment

benefits of the Excel 07 program benefits of integrating acquired businesses

and $69 of net pretax costs in 2006 related to the Excel 07 program Acquisition

integration charges were $27 in 2007 compared to $23 in 2006

Growth in Canada in 2007 of 10% in sales and 23% in operating profit was primarily

due to higher sales in the Electrical segment resulting
from growth in end markets

and sales from acquired businesses

Sales growth in Europe in 200 of 13% was primarily
due to higher sales in the

Electrical segment which reflected the
acquisitions

of the MGE small systems UPS

business and other businesses and growth in end markets Sales growth also

was due to increased sales in the Hydraulics Automotive and Aerospace segments

largely due to growth in end markets These sales increases were partially offset

by reduced sales in the Truck segment due to decline in end markets The sharp

increase in operating profit
of 155% in Europe reflected increased operating profit

in the Automotive and Truck segments largely
due to $77 of net pretax costs in

2006 related to the Excel 07 program sales growth benefits from the Excel

program and benefits of
integrating acquired businesses These increases were

partially offset by higher acquisition integration charges of $20 in 2007 compared

to $7 in 2006

In Latin America growth in 200 of 14% in sales was largely
due to higher sales

in the Truck Electrical Hydraulics
and Automotive segments primarily due to growth

in end markets The 25% increase in operating profit
in Latin America was attrib

utable to higher sales benefits of the Excel 07 program an adjustment in 2005

related to Brazilian inventories in the Truck segment the benefits of
Integrating

acquired businesses and Excel 07 program expenses of $5 in 2006 These increases

were partially offset by higher acquisition integration charges of $12 in 200 com

pared to $6 in 2006 and gain on the sale of the Brazilian battery business in 2006

Growth in Asia Pacific in 2007 of 29% in sales and 30% in operating profit was

primarily due to higher sales in the Hydraulics Electrical Truck and Automotive

segments mainly resulting
from growth in end markets and

acquisitions

of businesses

Other Results of Operations

In 2007 and 2006 Eaton incurred charges related to the
integration

of acquired

businesses These charges which consisted of
plant

consolidations and
integration

were expensed as incurred

Charges in 2007 related to the integration of primarily the following acquisitions
in

the Electrical segment the MGE small systems UPS business Schreder-Hazemeyer

Seriyuan and Powerware in the Hydraulics segment Synflex
and Hayward in the

Aerospace segment Argo-Tech PerkinElmer and Cobham and in the Automotive

segment Saturn and Tractech

Charges in 2006 related to the integration of primarily the following acquisitions

in the Electrical segment Pringle and Powerware in the Hydraulics segment

Synflex Hayward Winner and Walterscheid in the Aerospace segment PerkinElmer

and Cobham in the Truck segment Pigozzi and in the Automotive segment

Tractech and Morestana

summary of these charges follows

Acquisition integration charges in 200 included $27 for the United States $20 for

Europe $12 for Latin America and $5 for Asia Pacific Charges in 2006 included

$23 for the United States $7 for Europe $6 for Latin America and $4 for Asia Pacific

These charges were included in the Statements of Consolidated Income in Cost

of products sold or Selling administrative expense as aopropriate In Business

Segment Information the charges reduced Operating profit
of the related segment

Results of Operations 2001 Compared to 2006

2007 2006 Increase

Continuing operations

Net sales

Gross profit

Percent of net sales

Income before income taxes

Income after income taxes

Income from discontinued operations

Net income

Net income per Common Share assuming dilution

Continuing operations

Discontinued operations

$13033

3651

28.0%

1041

959

35

994

6.38

.24

6.62

$12232

3283

26.8%

969

89

53

950

5.87

35

6.22

7%

11%

7%

7%

5%

9%

6%

Return on Shareholders equity
22% 23%

United States

Canada

Europe

Latin America

Asia Pacific

Eliminations

2007 2006

Electrical

Hydraulics

Aerospace

Truck

Automotive

Pretax charges

After-tax charges

Per Common Share

$12

12 11

39 12

$64 $40

$42 $27

$28 .1
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In the first quarter of 2006 Eaton announced and began to implement its Excel

07 program This program was series of actions concluded in 2006 intended

to address resource levels and operating performance in businesses that under-

performed in 2005 and businesses that were expected to weaken during second

half 2006 and io 2007 As part of this program charges were incurred related to

plant closings in five business segments The net costs of this program included

plant closings as well as costs of relocating product lines and other employee

reductions partially offset by savings generated from these actions summary

of the net costs incurred by each segment related to this program follows

2006

Electrical 17

Hydraulics

Aerospace

Truck 60

Automotive 67

Corporate

Pretax charges $154

Excel 07 net costs incurred in 2006 included $69 for the United States $77 for

Europe $5 for Latin America $2 for Asia Pacific and $1 for Canada The net costs

associated with the Excel 07 program were included in the Statements of Consoli

dated Income primarily in Cost of products sold In Business Segment Information

the charges reduced Operating profit of the related segment

In 2007 and 2006 Eaton recorded income tax benefits of $57 and $90 respectively

which represented adjustments of worldwide tax liabilities The 2007 income tax

benefits reduced the effective income tax rate for 2007 from 13.4% to 7.9% The

2007 income tax benefits resulted from multiple income tax items Included in the

tax benefits were $14 benefit from changes to state tax laws and favorable

revaluation of worldwide deferred tax assets The income tax benefits for 2006

reduced the effective income tax rate for 2006 from 16.7% to 7.4% Further
analysis

regarding the change in the effective income tax rate in 2007 compared to 2006

is found in Income Taxes in the Notes to the Consolidated Financial Statements

Effective January 12007 Eaton adopted FASB Interpretation FIN No.48 Accounting

for Uncertainty in Income Taxes an ioterpretation of FASB Statement No 109

The net income tax assets recognized under FIN No.49 at January 12007 did not

differ from the net assets recognized before adoption and therefore the Company

did not record cumulative-effect adjustment related to the adoption of FIN No

48 The adoption of FIN No.48 is further discussed in Income Taxes in the Notes

to the Consolidated Financial Statements

In the third quarter of 2007 Eaton sold the Mirror Controls Division of the Automotive

segment for $111 resulting in $20 after-tax gain or $12 per Common Share In

the third quarter of 2006 certain other businesses of the Automotive segment were

sold for $64 resulting in $35 after-tax gain or $23 per share The gains on sale

of the Mirror Controls Division and the businesses sold in 2006 and other results

of these businesses are reported as Discontinued operations in the Statement of

Consolidated Income

Net income and net income
per

Common Share assuming dilution for 2007 increased

5% and 6% respectively compared to 2006 The improvements in 2007 were pri

marily
due to higher

sales and the other factors that affected gross profit as discussed

above partially offset by increases in
selling administrative and research and

development eupenses higher interest expense contribution to the Eaton Chari

table Fund and lower after-tax gain on the sale of certain businesses of the

Automotive segment in 2007 compared to similar
gain

in 2006 which were reported

as Discontinued operations in the Statements of Consolidated Income Earnings

per share in 2007 also benefited from lower number of shares outstanding due

to the repurchase of Common Shares in 2007 and 2006 exceeding shares issued

from exercises of stock options Return on Shareholders equity was 22%

Results by Business Segment

tiectriceii

2007 2006 lxcreauu

Net sales $4759 $4184 14%

Operatieg profit 579 474 22%

Operating margie 12.2% t1.3%

Of the 14% sales increase in 2007 over 20068% was due to organic growth 3%

was from acquisitions of businesses primarily the MGE small systems UPS business

and 3% from foreign exchange End markets for the Electrical segment grew about

9% daring 2007 The non-residential electrical and power quality
markets recorded

strong growth offset by the decline in the U.S residential electrical market which

was negatively impacted by weakness in U.S housing starts

Operating profit rose 22% in 2007 over 2006 The operating margin of 12.2% was

significant improvement over 11.3% in 2006 The increase in operating profit was

largely due to growth in sales benefits from the Excel 07 program the benefits

of integrating acquired businesses continued
productivity improvements and

net pretax costs in 2006 related to the Excel 07 program that were not present in

2007 partially offset by gain in 2006 on the sale of the Brazilian battery busi

ness Operating profit
reflected

acquisition integration charges of $12 in 2007

compared to charges of $7 in 2006 which reduced the operating margin by 0.3%

in 20t7 and 0.2% in 2006
Acquisition integration charges in 2007 primarily related

to the
integration

of the MGE small systems UPS business Schreder-Hazemeyer

Senyuan and Powerware while charges in 2006 related to the integration of Pringle

and Powerware Net pretax costs of $17 related to the Excel 07 program in 2006

reduced the operating margin by 0.4% The incremental operating margin for 200

the increase in operating profit compared to the increase in sales was 16% The

operating margin for acquired businesses was 13%

New businesses acquired during 2007 in the Electrical segment include the following

On October31 2007 the Company acquired
the MOE small systems UPS business

from Schneider Electric This business is France-based global provider of

power quality
solutions

including uninterruptible power supply UPS systems

power distribution units static transfer switches and surge suppressors and

had sales of $245 for 2007

On October 192007 Eaton acquired the assets of Babco Electric Group an Alberta

Canada-based manufacturer of specialty low- and medium-voltage switchgear

and electrical housings for use in the Canadian oil and gas industry
and other

harsh environments This business had sales of $11 in 2007

On June 192007 Eaton acquired Pulizzi Engineering U.S manufacturer of AC

power distribution AC power sequencing redundant power and remote-reboot

power management systems This business had sales of $12 in 2006

On May 182007 the Company acquired technology and related assets of SMC

Electrical Products Inc.s industrial medium-voltage adjustable frequency drive

business

On
April 52007 Eaton

acquired Aphel Technologies Limited U.K.-based global

supplier of high density fault-tolerant power distribution solutions for datacenters

technical offices laboratories and retail environments This business had sales of

$12 in 2006

On February 72007 the Company acquired the Power Protection Business of

Power Products Ltd Czech Republic distributor and service provider of

Powerware products and other uninterruptible power supply UPS systems
This business had sales of $3 in 2006

Hydraulics

2007 2006 lrmrease

Net sales $2391 $2203 9%

Operating profit 265 221 20%

Operating margin 11.1% 10.0%

The 9% increase in sales in 2007 over 2006 consisted of 4% from
organic growth

U/U 10111 WI 0191100010119001 Id 0/0 11.1111 dI.qUIoI1.IUI UI UUOII 00000 lyUI 00111.0

markets grew 3% in 2007 compared to 2006
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Managements Discussion Analysis of Financial Condition Results of Operations

Operating profit rose 20% in 2007 over 2006 The operating margin was 11.1% The

increase in operating profit was due to growth in sales including more profitable

nix of businesses benefits from the Excel 07 program the benefits of integrating

acquired businesses overall improvement in operating efficiencies and net pretax

cnsts in 2006 related to the Excel 07 program that were not present in 2007 Oper

ating profit reflected acquisition integration charges of $12 in 2007 compared

tn charges of $11 in 2006 which reduced the operating margin by 0.5% in both 200

and 2006 The acquisition integration charges in 2007 primarily related to the

acquired operations of Synflex and Hayward Charges in 2006 largely related to

the acquired operations of Synflex Hayward Winner and Walterscheid Net pretax

costs of $7 in 2006 related to the Excel 07 program reduced the operating margin

by 0.3% The incremental operating margin for 2007 was 23% The operating margin

for acquired businesses was 13% in 2007

On November 8200 Eaton acquired Arrow Hose Tubing Inc This business is

Canada-based manufacturer of
specialty thermoplastic hose and tubing for the

industrial food and beverage and
agricultural

markets This business had sales

of $12 in 2006

Aerospace

2007 2006 Increase

Netsales $1594 $1295 23%

Operating profit 233 182 28%

Operating margin 14.6% 14.1%

The 23% increase in sales in 2007 over 2006 consisted of 15% from
acquisitions

of

businesses primarily
the Argo-Tech aerospace business 6% from

organic growth

and 2% from
foreign exchange Aerospace markets grew 4% in 200 compared to 2006

Operating profit rose 28% in 2007 over 2006 The increase in operating profit was

due to growth in sales the benefits of integrating acquired businesses and overall

improvement in operating efficiencies Operating profit reflected acquisition

integration charges of $39 in 2007 compared to charges of $12 in 2006 which reduced

the operating margin by 2.5% in 2007 and 0.9% in 2006 The acquisition integration

charges in 2007 primarily related to the acquired operations of Argo-Tech Perkin

Elmerand Cobham Charges in 2006 largely related to the acquired operations

nf PerkinElmer and Cobham Net pretax costs of $1 in 2006 related to the Excel 07

program reduced the operating margin by 0.1% The incremental operating margin

for 2007 was 17% The operating margin for acquired businesses was 30% in 200

On March 16200 Eaton acquired Argo-Tech Corporation U.S.-based aerospace

business which had sales of $206 in 2006 Argo-Tech is leader in high performance

aerospace engine fuel pumps and systems airframe fuel pumps and systems and

ground fueling systems for commercial and military aerospace markets

Truck

2007 2006 Increase

Netsales $2142 $2030 6%

Operating profit 234 143 64%

Operating margin 109% 7.0%

The 6% increase in sales of the Automotive segment in 2007 over 2006 reflected

4% increase from foreign exchange 1% from organic growth and 1% from

acquisitions of businesses In 2007 North American automotive production declined

by 2% while European production grew 7%

Operating profit in 2007 increased $91 over 2006 largely due to $6 of net pretax

costs in 2006 related to the Excel program benefits from the Excel 07 program

in 2007 and sales growth in 2007 Operating profit reflected acquisition integration

charges of $1 in 200 compared to charges of $5 in 2006 which reduced the oper

ating margin by 0.1% in 2007 and 0.3% in 2006 Acquisition integration charges in

2007 primarily related to the integration of Saturn and Tractech while charges in

2006 related to the integration of Tractech and Morestana Net pretan costs of $67

related to the Excel 07 program in 2006 reduced the operating margin by 3.3%

On May 22007 Eaton acquired the fuel components division of Saturn Electronics

Engineering Inc U.S designer and manufacturer of fuel containment and shut

off valves emissions control valves and
specialty

actuators This business had sales

of $28 in 2006

In the third quarter of 2007 Eaton sold the Mirror Controls Division of the Automo

tive segment for $111 resulting
in $20 after-tax gain or $12 per Common Share

In the third quarter of 2006 certain other businesses of the Automotive segment

were sold for $64 resulting
in $35 after-tax gain or $.23 per share The gains

on sale of the Mirror Controls Division and the businesses sold in 2006 and other

results of these businesses are reported as Discontinued operations in the

Statement of Consolidated Income

Corporate

Amortization of intangible assets of $79 in 2007 increased from $51 in 2006 due to

amortization of intangible assets associated with recently acquired businesses

Interest expense of $147 in 2007 increased from $105 in 2006 primarily due to

borrowings to finance cash paid of $1433 for acquisitions of businesses in 2007

In 2007 corporate expense of $16 was recorded for contribution to the Eaton

Charitable Fund

2007 2006 Decreasel

Net sales $2147 $2520 151%

Operating profit
357 448 201%

Operating margin 16.6% 17.8%

Sales of the Truck segment decreased 15% in 2007 from 2006 The reduction in

sales reflected an 18% decline in sales volume offset by 3% increase from foreign

exchange The decline in sales was due to reduction in North American com

mercial truck production in 2007 from 2006 with North American heavy-duty truck

production down 44% and North American medium-duty production down 31%

Brazilian vehicle production was up 17% Brazilian
agricultural equipment production

was up 41% and European medium-duty truck production was down 2%.çom-

paredto 2006

Operating profit
decreased 20% in 2007 from 2006 primarily due to the reduction

in sales partially offset by the benefits from the Excel 07 program net pretax costs

in 2006 related to the Excel 07 program and an adjustment in 200600 Brazilian

inventories The operating margin was 16.6% in 2007 down 1.2 percentage points

from 17.8% in 2006 Operating profit in 2006 was reduced by acquisition integra

tion charges of $5 related to Pigozzi which reduced the operating margin byO.2%

in 2006 and net pretax costs of $60 related to the Excel 07 program in 2006 which

reduced the operating margin by 2.4%

Automotive

54 EATON CORPORATION 2008 Annual Report



Quarterly Data

Quarter ended in 2008 Quarter ende in 200

Dec.31 Sept 30 June30 March 31 Dec 31 Sept 30 June30 March31

Millions except for per share data

Continuing operations

Netsales 3487 4114 4279 3496 3374 3298 3248 3113

Gross profit 861 1150 1210 964 946 91 902 886

Percent of net sales 24.7% 28.0% 28.3% 27.6% 28.0% 27.8% 27.8% 28.5%

Income before income taxes 134 354 354 286 259 263 256 263

Income after income taxes 163 315 333 244 252 238 240 229

Income from discontinued operations
________ ________ ________

20

Net income 163 315 333 247 256 258 246 234

Net income
per

Common Share outstanding

assuming dilution

Continuing operations .98 1.87 2.03 1.62 1.67 1.59 1.60 1.53

Discontinued operations
_______ _______ _______

.02 .04 .12 .04 03

.98 1.87 2.03 1.64 1.71 1.71 1.64 1.56

Net income per
Common Share basic

Continuing operations .98 1.90 2.07 1.65 1.71 162 1.63 1.56

Discontinued operations
_______ _______ _______

.02 .03 .13 04 .03

.98 1.90 2.0 1.67 1.74 1.75 1.6 1.59

Cash dividends paid per
Common Share .50 .50 .50 .50 .43 .43 .43 .43

Market price per Common Share

High 54.58 84.33 96.69 96.18 $101.26 $102.55 94.15 85.53

Low 38.78 53.77 78.94 77.55 85.29 85.12 83.85 73.80

Earnings per Common Share for the four quarters in year may not equal full year earnings per share

Ten-Year Consolidated Financial Sunirnary

2008 2007 2006 2005 2004 2003 2002 200 2000 1999

Millions except for per share datal

Continuing operations

Net sales 15376 13033 12232 10874 9547 7796 6983 709 8103 7789

Income before income taxes 1.128 1041 969 964 749 463 364 24 520 911

Income after income taxes 1055 959 897 783 626 356 258 151 342 582

Percent of net sales 6.9% 7.4% 7.3% 7.2% 6.6% 4.6% 3.7% 4.2% 7.5%

Income from discontinued operations 35 53 22 22 30 23 111 35

Net income 1058 994 950 805 648 386 281 $161 453 617

Net income per Common Share

assuming dilution

Continuing operations 6.50 6.38 5.87 5.08 3.99 2.36 1.80 .0 2.36 3.94

Discontinuedoperations .02 .24 .35 .15 .14 20 16 .1 .76 .24

6.52 6.62 6.22 5.23 4.13 2.56 1.96 $1.2 3.12 4.18

Average number of Common Shares

outstanding assuming dilution 162.3 150.3 152.9 154.0 1571 150.5 143.4 141.1 145.2 147.4

Net income
per

Common Share basic

Continuingoperations 6.58 6.51 5.97 5.21 4.10 2.40 1.82 1.01 2.39 4.02

Discontinuedoperations .02 .24 .35 .15 .14 .21 .17 .1 .7 .24

6.60 6.75 6.32 5.36 4.24 2.61 1.99 $L2 3.16 4.26

Average number of Common Shares

outstandingbasic 160.2 147.3 150.2 150.2 153.1 147.9 141.2 1381 143.6 145.0

Cash dividends paid per
Common Share 2.00 1.72 1.48 1.24 1.08 .92 .88 .81 88 .88

Total assets $16655 $13430 $11417 $10218 9075 8223 7138 7641 8180 8342

Long-termdebt 3190 2432 1774 1830 1734 1651 188 225 244 1915

Totaldebt 4271 3417 2586 2464 1773 1953 2088 2441 3004 2885

Shareholders equity 6317 5172 4106 3778 3606 3117 2302 2471 2410 2624

Shareholders equity per Common Share 38.28 35.42 28.07 25.44 23.52 20.37 16.30 17.81 17.64 17.72

Common Shares outstanding 165.0 146.0 146.3 148.5 153.3 1530 141.2 139.1 136.6 148.0
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Directors and Officers

As of March 12009

Directors

Christopher Connor
24

Chairman and Chief Esecetivi Jfficur

The Sherwin-Williams Csmp ny

Cleveland OH manufacturi of point

architectural coatings indust al finishes

and associated supplies

Michael Critelli
23

Retired Former Esecetive Ch irman

Pitney Bswes Inc Stamford

provider of mailstream solu ions

Alexander Cutler

Chairman and Chief Executivi Ifficer

President Eaton Corporation Cleveland

OH diversified industrial mi riufacturer

Charles Golden

Retired Former Executive Vice

President and Chief Financial Officer

Eli Lilly and Company Indianapolis IN

pharmaceutical company

Ernie Green
13

President and Chief Euecutive Officer

Ernie Oreen Industries Inc Dayton OH
manufacturer of automotive components

Arthur Johnson
14

Retired Former Senior Vice Prenident

Corporate Strategic Development

Lockheed Martin Corporation

manufacturer of advanced technology

systems products and services

Ned Lautenbach
14

Advisory Partner Clayton Dubilier

Rice Inc Nem York NY private

equity investment firm specializing

in management buycruts

Deborah McCoy

Independent consultant Former Senior

Vice President Flight Operations

Continental Airlines Inc Houston TX

commercial airline

John Miller
24

Chairman of the Board of Cambree

Corporation East Rutherford NJ life

sciences company and Chairman of the

Board of Oraphic Packaging Holding

Company Marietta GA provider of

paperboard packaging solutions

Gregory Page
23

Chairmen and Chief Executive Officer

Cargill Incorporated Minneapolis MN
an international marketer processor

and

distributor of agricultural food financial

and industrial products and services

Victor Pelson
14

Retired Former Enecutive Vice President

Chairman of the Global Operations Team

and Director ATT Basking Ridge NJ

provider of telecommunications

Gary looker
14

Independent consultant Former Chairman

of the Board Chief Evecutive Officer and

Director Motorola Inc Schaamburg IL

manufacturer of electronics equipmest

Each ef the nnn-empluyee direct irs serves feur-munth term on the Evecetive Cummittee Alesander M.Cetler serves 12-menth term as Committee Chair

January 2008throagh April 24 2008through September 2008through January 2009thrnugh

April 23 2008 Augaut3t 2008 December31 2008 April 22 2009

Golden Critelli Connor Golden

McCoy Green Lautenbach McCoy

Miller Page V.A Pelson Miller

Tsoker looker

Officers

Audit Committee

Compensation and Organization Cnmmittee

Finance Committee

Governance Committee

Esecative Cummittee

Denotes Committee Chair

Alexander Cutler

Chairman and Chief Esecutiv Officer

President

Craig Arnold

Vice Chairman and Chief Oper hag Otficer

Industrial Sector

Richard Fearon

Vice Chairman and Chief Finai cial

and Planning Officer

Ihomas Gross

Vice Chairman and Chief
Oper iting Officer

Electrical Sector

Randy Carson

Chief Executive OfficerElect cal Group

Frank Campbell

PresidentEurope Middle Eu

and Africa Region Electrical

Kevin Mclean

PresidentAsia Pacific Regisi Electrical

Bradley Morton

President Aerospace Group

Joseph Palchak

PresidentAutomotive Grour

James Sweetnam

PresidentTruck Group

William VanArsdale

PresidentHydraulics Group

Jerry Whitaker

PresidentAmericas Region Electrical

Alfonso Acevedo

PresidentLatin America

and Caribbean Region Eaton

WilliamW BlauseyJr

Senior Vice President and

Chief Information Officer

Susan Cook

Executive Vice President and

Chief Human Resources Officer

Kenneth Davis

PresidentLight and Medium-Duty

Transmission Division

William Doggett

Senior Vice PresidentPublic and

Community Affairs

Joao Faria

PresidentEurope Middle East end

Africa Region Automotive

Scott Gray

Senior Vice PresidentCorporate Duality

William Hartman

Senior Vice PresidentInvestor Relations

Richard Holder

Executive Vice President

Eaton Business System

Jacobl.Hooks

PresidentAmericas Region Automotive

Curtis Hutchins

PresidentHeavy-DutyTransmission Division

Jeffrey Krakowiak

Senior Vice PresidentSales and
Marketing

Jean-Pierre lacombe

PresidentEurope Middle East

and Africa Region Eaton

James McGill

PresidentAsia Pacific Region Eaton

Donald McGrath Jr

Senior Vice PresidentCommunications

Kurt McMaken

Senior Vice President

Corpurate Development and Treasury

John Mitchell

Senior Vice PresidentTases

Jeffrey Moelich

Senior Vice President Internal Audit

Ihomas Moran

Senior Vice President and Secretary

Billie Rawot

Senior Vice President and Controller

Craig Reed

Senior Vice President

Supply Chain Management

Yannis Isavalas

Senior Vice President and

Chief Technology Officer

Joseph Wolfsberger

Senior Vice President

Environment Health and Safety

Will retire May 1st

Mark McGuire

Executive Vice President end

General Counsel
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